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EDITORIAL COMMENT 


TH Volume LIV, now closing, the Journal of Political Economy has 

undergone its first change in editorship since 1928. Few economic 
journals have ever enjoyed so distinguished a directorship as has the 
Journal during these eighteen years. So rich is the heritage which Profes- 
sors Jacob Viner and Frank H. Knight have left to their successors that a 
note of grateful acknowledgment is clearly obligatory. 

The Journal of Political Economy may now almost be said to be the 
incarnation of its recent editorship. Professor Viner, who carried the 
major part of the editorial load, vigorously adhered to the traditional 
catholic position of the Journal on matters of both economic methodol- 
ogy and policy. To him, theoretical and empirical articles of high quality 
were equally welcome, and adequate representation of all schools of 
economic thought and policy was one of his major tenets. Viner’s unfail- 
ing open-mindedness, his incisive judgments, and his sheer editorial effi- 
ciency will stand as a challenge to those who follow him. 

During his period of co-editorship, Professor Knight served with dis- 
tinction whenever Professor Viner was out of residence. Although he has 
chosen to withdraw his name from the masthead of the Journal, Knight’s 
scholarly interests and comprehensive point of view will continue to be 
reflected within its pages. The Journal’s readers will surely join the retir- 
ing editors’ colleagues in wishing for Viner and Knight many years of 
fruitful endeavor during their well-earned respite from the chores of 
editorship. 

The Journal’s basic editorial policy will remain unchanged. It will con- 
tinue to recognize the importance of preserving that vital link between 
theoretical economics and public policy which is part of the classical tradi- 
tion of political economy. As before, it will be receptive to the best writings 
in the history of both economic life and thought and will consider book 
reviews of an importance -co-ordinate with its major articles. Above 
all, it will strive to maintain and even to enhance that catholicity which 
is believed largely responsible for the Journal’s marked growth during 


the last two decades. 
W. H.N. 
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SOME REFLECTIONS ON A THEORY OF 
LABOR-MANAGEMENT RELATIONS 


FREDERICK H. HARBISON 


I, THE NATURE OF THE MODERN 
UNION MOVEMENT IN AMERICA 


basic issue in modern labor- 
management relations is no longer 
whether or not there will be union- 
ization and collective bargaining. That 
myestion was disposed of ten years ago 
with the inauguration of a government 
policy of encouragement of unionization 
and collective bargaining and the suc- 
cessful assaults by new, aggressive labor 
organizations on the traditional anti- 
union bastions in the mass-production 
industries. Prior to 1933, union organiza- 
tion was confined to a limited number of 
industries, such as building construction, 
coal mining, printing, railroads, and the 
garment trades. Today unions are found 
in practically all branches of commerce 
and industry, and their membership in- 
cludes not only unskilled and skilled 
wage-earners but, in many cases, white- 
collar workers and technical and super- 
visory employees as well. We now have a 
* Membership in American unions (A.F. of L., 
C.1.0., and unaffiliated) is in the neighborhood of 
thirteen to fifteen million, approximately three times 


the previous membership peak at the close of World 
War I. It is true that a large majority of American 


union movement which vitally affects, 
directly or indirectly, the thinking and 
actions of virtually all American workers 
and nearly all American employers. 
There is every reason to believe, more- 
over, that this union movement is here 
to stay as a lasting institution. 

The crucial question, therefore, is 
how widespread unionization and collec- 
tive bargaining will affect the economy. 
Is the impact of the present union move- 
ment different from the impact of in- 
dividual labor organizations when unions 
were the exception rather than the rule 
in American industry? To what extent 
must we change our traditional thinking 
about such things as wage rates, labor 
costs, competition, and other factors in 
the realm of labor economics in order to 
grasp the significance of the changes 
brought about by widespread unioniza- 
tion? My contention is that we must go 
far beyond our familiar concepts of 


workmen are still not union members and, for that 
matter, may never become union members. Like 
any organized group, however, the influence of 
unions reaches out far beyond actual membership, 
a point which is stressed repeatedly throughout this 
article. 
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“wage theory” to develop plausible 
explanations of the dynamics of labor- 
management relations in our economy. 
Let us look for a moment at a few 
of the main characteristics of the modern 
union movement in America. First, the 
union movement, as distinguished from 
individual unions, affects directly or in- 
directly the thinking and actions of near- 
ly all employers. In the organized plants 
there is formal collective bargaining be- 
tween unions and employers. The union 
movement, moreover, has a powerful 
effect on the unorganized plants as well. 
Since an employer can no longer inter- 
fere with the right of his employees to 
organize and join unions, the only way 
he can stave off unionization, if he so 
desires, is to try to make his workers feel 
that conditions in the plant “make a 
union unnecessary.” This means volun- 
tarily giving his employees at least the 
same wages and working conditions as, 
or better than, other workers have se- 
cured by collective pressure in compet- 
ing plants. The plants in organized in- 
dustries usually pay wages as high as, 
and in some cases higher than, those pre- 
vailing in the plants of their unionized 
competitors. By and large, therefore, 
practically all employers, organized or 
unorganized, face a direct or indirect 
challenge by labor unions. Accordingly, 
most employers are under constant pres- 
sure to make concessions to their em- 
ployees, irrespective of whether they are 
dealing with the C.I.0., the A.F. of L., 
unaffiliated unions, or even friendly and 
informal committees of employees.’ 


* In this connection, many employers today find 
that “independent unions,” which rose from the 
ashes of former employee-representation plans, are 
often more militant and uncompromising than the 
unions affiliated with “outside” bodies, such as the 
C.1.0. and the A.F. of L. In a company which is in a 
strong financial position relative to its competitors, 
the “independent” is often in strategic position to 


A second characteristic of the union 
movement is its influence in city, state, 
and national politics. Even with the 
“house of labor’’ as divided as it is today, 
politicians must weigh very carefully the 
interests of labor unions if they hope to 
win elections and maintain themselves 
in office. We need not stop here to enu- 
merate the many gains which labor has 
secured through political action. The 
main point is that, in contrast to the 
“old days,” unions are pressing on a 
much wider front for concessions and 
reforms through government channels. 

Finally, although the union move- 
ment creates very potent economic and 
political pressures, it is divided within 
itself. There is the obvious split between 
the A.F. of L. and the C.I.0.; there are 
the less obvious but often more bitter 
cleavages hetween the unions within 
these camps. There are jurisdictional 
disputes and ideological controversies. 
The policies and practices of locals and 
their international unions, as well as 
internal politics and controls, are sub- 
ject to very wide variations. American 
business leaders have no monopoly on 
the spirit of “rugged individualism” and 
“independent thinking.” After all, the 
A.F. of L. has traditionally stood for 
maintenance and protection of the in- 
dividual interests and jurisdictions of its 
member-unions. In many respects the 
C.I.0. stands for the same principles 
of safeguarding the autonomy of its 
constituent organizations. Certainly, the 
union movement is no general labor 
monopoly. There is no such thing as an 
over-all union philosophy, policy, or 
program in this country. The differences 
in objectives, actions, and outlook of 


wrest greater concessions than those which the 
affiliated unions in competing plants are able to 
secure. 
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individual unions are far wider than even 
the personal differences between Philip 
Murray, William Green, and John L. 
Lewis. In truth, in many respects the 
American union movement is a sort of 
competitive system within itself. 

Such, then, are the main characteris- 
tics of the union movement. It vitally af- 
fects directly or indirectly the actions 
and thinking of nearly all employers in 
the nation; it wields great political as 
well as economic power; and it is often 
more competitive than unified in its re- 
lationships to workers, employers, and 
the government. In all, however, it is a 
powerful and dynamic force in modern 
society, and its influence reaches far be- 
yond those who compose its actual mem- 
bership. Accordingly, in analyzing mod- 
ern labor-management relations we must 
consider the union movement as a gen- 
eral fact and not as something which is 
limited to railroads, building construc- 
tion, steel, or any other individual in- 
dustry. 

The union movement may be weak- 
ened at times by internal strife and civil 
war. Union membership may decline in a 
period of business recession. There is a 
possibility that public reaction against 
certain union tactics and policies may 
result in some legislation designed to clip 
the wings’of labor. But, on the whole, it 
is reasonable to assume that the union 
movement is so strongly intrenched in 
our economy that it will not be uprooted 
or even seriously threatened as long as 
the system of private enterprise pre- 
vails. It is important, therefore, that 
thoughtful students of industrial rela- 
tions raise their sights beyond the trivi- 
alities of local labor monopolies, the 
existence of working rules on the rail- 
roads, the competition between union 
and nonunion coal mines, and certain 


economic effects of individual unions in 
isolated situations. 

The time has now come for the de- 
velopment of explanations and theories 
of modern labor-management relations 
in the new environment created by the 
modern union movement. As a start in 
this direction I propose to explore in this 
article some of the possible effects which 
present-day unionization may have on 
the competitive status of firms and in- 
dustries. 


II. DECLINING IMPORTANCE OF WAGE 
RATES AS A COMPETITIVE FORCE 


Unionization affects the competitive 
status of firms and industries through 
its influence on total costs in general and 
labor costs in particular. In the past, 
labor economists have tended to con- 
sider wage rates as the main variable and 
to assume that, “other things being con- 
stant,” labor costs and total costs were 
proportionate in a rough sort of way to 
wage rates. But, as everyone knows, 
labor costs are dependent also on worker 
productivity, managerial efficiency, and 
technology. In short, nonwage factors 
are very important and highly variable 
determinants of labor costs. Further- 
more, under the new environment of a 
union movement, there is reason to be- 
lieve that relative labor costs as between 
firms and industries may be determined 
to a greater extent by the various non- 
wage elements entering into labor costs 
than by the wage factor. 

Under modern conditions a wage-rate 
increase in one large unionized plant or 
industry is likely to set the pattern for 
corresponding raises in other plants and 
industries. For example, when steel, 
automobiles, and other mass-production 
industries were being organized from 
1935 to 1940, “across-the-board” wage 
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concessions were made readily by nearly 
all companies, organized and unorgan- 
ized, in these industries. In some cases 
the wage-rate increases were negotiated 
through collective bargaining, and in 
others they were granted by employers 
as a possible means of staving off incipi- 
ent union organization. These wage- 
rate increases spread also to other in- 
dustries. During the war, of course, 
wage levels were controlled by the gov- 
ernment, and general upward move- 
ments of wage rates were governed to a 
large extent by formulas which per- 
mitted very little latitude for collective 
bargaining. The result was a continua- 
tion of the previous trend—relatively 
uniform percentage increases in wage 
rates. Now that the war is over, there 
still seems to be a strong tendency for 
wages to be set in accordance with a 
pattern established through collective 
bargaining in the dominant sectors of 
industry. 

The existence of unions or the threat 

3 The tendency of wage-rate movements to con- 
form to a rather uniform pattern is, of course, a 
fairly recent phenomenon. Because of labor short- 
ages during the war, a uniform pattern of increases 
might have developed even without large-scale 
unionization. The immediate postwar period was one 
of watching for a formula “for the period of re- 
conversion” to emanate from the government or 
from collective bargaining in oil, steel, and auto- 
mobiles. Accordingly, some persons might argue 
that present patterns of wage movements may be 
solely the result of abnormal wartime conditions. 
Although there is some basis for this argument, the 
trend of fairly uniform wage movements started in 
the period of extensive organizing activities in the 
thirties, long before there was a defense emergency 
or a labor shortage. In the future this trend is likely 
to continue because “‘competing unions” will be in- 
duced to hold out fairly uniform promises of tan- 
gible concessions to “‘job-conscious’”’ workers. There 
is reason to believe, moreover, that employers have 
become used to conforming to prevailing trends in 
pay increases and that they are increasingly finding 
ways and means of making adjustments in nonwage 
elements in labor costs to compensate for increases 
in wage rates. 


of unionization, furthermore, makes it 
quite difficult for an employer to “‘ex- 
ploit” labor by cutting wage rates or by 
continuing to pay substandard rates. In 
the old days employers could cut costs 
by moving plants to locations where 
there was an abundance of “cheap 
labor.” Employers who follow such a 
course of action today are likely to in- 
vite union organization and hence pres- 
sure for higher wages. Even the em- 
ployers who are too small to warrant the 
attention of labor organizers are likely 
to bump their heads on the floor of legal 
minimum wages—a floor which is con- 
stantly being pushed upward as a result 
of strong political pressures generated by 
the union movement. 

The emergence of a union movement, 
therefore, has tended to minimize “ wage- 
cutting competition” among employ- 
ers. Prior to 1935, unions and unionized 
employers were constantly faced with 
the problem of undercutting of scales by 
the unorganized firms. For example, the 
mine workers, the hosiery workers, and 
the clothing workers, together with the 
employers whom they had under con- 
tract, were almost ruined at one time or 
another by competition from the non- 
union operators who were free to cut 
wages at will.4 Because of the general 
pressures of the union movement, such 
factors, although not completely elimi- 
nated, do not loom nearly so large today. 

Although the emergence of a union 
movement has tended to eliminate wage- 
cutting competition between employers, 
it does not follow that wages in different 
plants or industries are being equalized. 

4 For a brief and authoritative discussion of the 
history of collective bargaining in these and other 
industries see H. A. Millis and Associates, How Col- 
lective Bargaining Works (New York: Twentieth 


Century Fund, 1942), particularly chaps. v, viii, 
and ix. 
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For some time existing and long- 
established wage differentials between 
industries and between plants are likely 
to continue. Even under industry-wide 
bargaining procedures, furthermore, 
wage-rate differentials are often main- 
tained. The effect of the union move- 
ment, however, is to create a fairly uni- 
form pressure for wage-rate increases in 
times of prosperity and a fairly uniform 
resistance to cuts during a depression in 
high-wage and low-wage industries alike. 
The important point is that union pres- 
sure now tends to result more and more 
in general nation-wide movements of 
wage levels, whereas in the old days it 
influenced wage scales chiefly in certain 
unionized plants and industries. In 
other words, unions have been successful 
to some extent in achieving their tradi- 
tional goal of taking wages out of the 
area of competition. 

Of course, one should not imply that 
wage-rate movements in all plants and 
all industries are likely to conform to a 
general pattern of wage movements. 
There are always exceptions to every 
generalization. Furthermore, in periods 
of slack employment there is likely to be 
a greater variation in the pattern than in 
periods of high-level employment. But 
changes in wage rates are fending to 
become more uniform as between plants 
and industries. At the same time, there 
is reason to believe that widespread 
unionization tends to make the nonwage 
elements entering into labor costs ex- 
tremely diverse and _ unpredictable. 
Hence, although the existence of a union 
movement does not eliminate competi- 
tion between firms and industries on the 
basis of labor costs, it tends to shift the 
emphasis away from wage rates as such 
to the other elements entering into costs. 


Ill. THE IMPORTANCE OF NONWAGE 
ELEMENTS IN LABOR COSTS 


The assumption frequently made that 
unit labor costs are in most cases propor- 
tionate to wage rates is quite misleading. 
In fact, it would be just as reasonable to 
assume that labor costs are proportion- 
ate to nonwage elements, letting wage 
rates be classified among the other things 
which are thought to be constant! The 
productivity of workers as human beings 
is subject to great variations, stemming 
from the technology of plants, the effi- 
ciency of managerial organization, and 
“the state of mind” or attitudes of the 
workers themselves. In truth, the econ- 
omist, as well as the businessman who 
grapples with the practical problems of 
meeting a pay roll, is forced to recognize 
that even intangibles, such as feelings of 
human beings, are often very important 
determinants of tangible things, such as 
labor costs. Let us examine, for a mo- 
ment, some of the effects of unionization 
on management. 

One of the most important impacts of 
unionization on a company is to force top 
management to give more attention to 
problems of “human engineering.” In 
nearly all cases a union challenges the 
authority of management. It demands 
not only tangible concessions, such as 
wage increases, but usually, as well, some 
voice in management, particularly where 
questions of jobs are involved. Through 
demands for seniority rules, for exam- 
ple, it seeks limitations which wrest from 
management some control over layoffs or 
promotions. For reasons of its own, it 
may press for the elimination of an in- 
centive-pay system; or it may try to 
establish working rules and to impose 
restrictions on technological changes. 
It nearly always insists on restrictions 
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on the right of management to discharge 
or discipline workers at will. In short, in 
the eyes of the company a union is usual- 
ly trying to take over some of “‘manage- 
ment’s prerogatives.” Although many 
companies have not been very reluctant 
to grant wage increases and to provide 
better working conditions, feeling that 
their competitors might be induced to 
make similar concessions,’ nearly all of 
them bitterly oppose encroachment by 
the union in the area of management 
rights.© On the whole, management’s 
fears on this score are probably justified, 
unless the unions involved are also con- 
cerned about the efficiency of operations. 
In the building trades the unions have 
virtually taken over from the contrac- 
tors the management of labor by pre- 
scribing working rules and even in some 
cases construction methods. In the daily- 
newspaper composing-rooms, employees 
are governed by “union laws’’ which the 
employer must observe. In such cases 
not only wages but quality and quantity 
of work may be determined by the union, 
and the employer has little or no control 
over labor costs.’ 

Thus, when a plant is unionized or is 

SIt is important to note, that some compa- 
nies had granted many concessions to employ- 
ees long before unions appeared on the scene. In 
some cases, employers introduced such things as 
pension plans and vacations with pay for plant 
workers without union pressure and without any 
thought that their competitors would be forced to 
provide similar benefits. But such companies have 
been “outstanding” not merely because of their 


progressiveness but also because they were excep- 
tions to the general rule in industry. 


6 The issue of management rights lies at the bot- 
tom of the recent resistance by the General Motors 
Corporation to any outside examination of company 
books. In fact, the corporation has insisted that 
profits, prices, and “ability to pay” wages are not 
matters which fall within the appropriate scope of 
discussion with unions in the process of collective 
bargaining. 

7 Millis and Associates, op. cit., pp. 65-102 and 
207-17. 


about to be organized, the employer 
often feels that he is going to “lose his 
shirt.” If the company has already care- 
fully analyzed its employer-employee 
relationships and has developed effective 
measures of “two-way communication” 
throughout the organization, there may 
not be much cause for alarm. But some- 
times unions catch companies “short- 
handed” before they have a chance to 
“clean up their backyards.” Even the 
most meticulous housewife is sometimes 
unprepared when a visitor drops in with- 
out warning! In most companies the ad- 
vent of a union calls for changes in 
management’s attitude, thinking, and 
policies. It calls for a new kind of “know- 
how” in handling human relations. 

The process of unionization has af- 
fected different employers in different 
ways. Some employers find that they 
have co-operative unions in their plants, 
while others have just the opposite. Some 
managements have surrendered their 
prerogatives; others have retained them 
on paper and lost them in practice; still 
others share them with unions. In some 
companies labor costs have risen as a 
result of unionization; in others they. 
have been reduced substantially. The 
same union, moreover, may have an en- 
tireiy different effect in one plant than in 
another. Perhaps the differential effect 
of unionization on labor costs in various 
plants may be just pure chance. Perhaps, 
on the other hand, it is the result of 
differing attitudes of management and 
union leaders, of varying degrees of skill 
or know-how in human engineering, of 
internal politics within unions, or of oth- 
er social or economic forces which are 
difficult to measure but which are none- 
theless very important and significant. 

A few concrete cases will show how 
great the differences in know-how in 
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human engineering can be between com- 
panies. For example, the effects of the 
recent unionization of the automobile 
industry have differed widely. In most of 
the large plants the United Automobile 
Workers (C.I.©.) has insisted upon the 
abolition of the incentive-pay system 
and has forced most companies to shift to 
hourly rates. A good many employers 
feel that the change from piece to hourly 
rates reduced output and raised costs. 
The loss of worker productivity has been 
aggravated, so they claim, because the 
relationships between management and 
the union have been very turbulent. 
Management spokesmen claim that the 
alleged loss of productivity in the auto- 
mobile plants results primarily from a 
selfish drive of union officials for more 
and more political, economic, and social 
power. There have been hundreds of 
strikes and stoppages in the large auto 
plants, most of them unauthorized. Pro- 
duction records in some of the plants 
show loss through more prevalent late 
starting, early quitting, unauthorized 
absenteeism, and general loafing around 
the plant. In other cases plants have 
been in a perpetual state of upheaval be- 
cause of an accumulated backlog of un- 
settled grievances.*® 

On the other hand, at least one auto- 
mobile company has had a somewhat 
different experience with the same in- 
ternational union. The local has voted 
repeatedly to maintain the incentive- 
pay system. Union-management rela- 
tions are relatively good, and grievances 
are settled in a satisfactory and expedi- 
tious manner. There has been a mini- 
mum of work stoppages, which is at- 


* See, e.g., the statement by George Romney, of 
the Automotive Council for War Production, before 
the Senate War Investigating Committee on Man- 
power Problems and Their Effect on War Produc- 
tion, March 9, 1945, in its Report, pp. 12-19. 


tributable, apparently, to the company’s 
acceptance of the status of the union and 
the union’s willingness to let manage- 
ment “run the business” without undue 
interference. In short, unionization is in 
some respects an asset to management. 

A more striking example, illustrating 
differences in labor cost based upon 
worker productivity, is in the manufac- 
ture of gas masks in this country during 
World War II. Four gas-mask plants 
were equipped with identical govern- 
ment-owned equipment. All were 
charged with meeting approximately 
the same monthly production sched- 
ules. In the most efficient plant the 
direct labor cost per gas-mask assembly 
was approximately 52 cents. In the other 
three plants the unit labor costs varied 
from about 61 cents to 87 cents. The 
workers in the plant with the 52-cent 
labor cost had average take-home pay 
of approximately $1.17 an hour, whereas 
the take-home pay of the employees in 
the other plants ranged from about 72 
cents to $1.00 per hour. The comparison 
between the plants shows that the serv- 
ice units in the most efficient plant, par- 
ticularly in the industrial-relations and 
industrial-engineering departments, were 
larger, better staffed, and more compre- 
hensive than the comparable units in the 
other plants. To top it off, the total cost 
of gas masks to the government in the 
most efficient plant was less than that of 
any of the other manufacturers. Certain- 
ly, this case shows that productivity 
frequently is much more important than 
wage rates in determining labor costs.® 

The employer who is in position to 
drive a good bargain with a union on 
matters affecting worker productivity 


9 Figures and facts were secured by personal 
interviews with company and plant officials. Names 
of officials and companies are withheld by request. 
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in return for a wage concession is likely 
to strengthen materially his competitive 
position. In the past most companies 
have assumed that the best manage- 
ment strategy is that of defense—get- 
ting the unions to “compromise” as 
much as possible on their demands. 
Some companies, however, believe in a 
strategy of offense in collective bargain- 
ing—in making demands on unions for 
acceptance of provisions which will in- 
crease working-force efficiency. There 
are indications that, in response to com- 
petitive pressures, more companies in 
the future will follow a truly aggressive 
policy in making collective bargaining a 
two-way proposition.*® 


IV. THEORETICAL CONCLUSIONS ON 
RELATIVE LABOR COSTS 


The argument up to this point can 
now be summarized: Nearly all em- 
ployers feel the impact, indirectly or 
directly, of the union movement. This 
movement generates fairly uniform pres- 
sure for concessions in the form of wages 
throughout all industry and tends to 
minimize, although not to eliminate, 
the competitive advantage of the em- 
ployer with a relatively low wage scale. 
On the other hand, employers with low 
labor costs relative to their competitors 
obviously may have a relative competi- 
tive advantage. The level of labor costs 
(which is dependent on productivity of 
workers as well as on wages paid to them) 


%© The contrast in management strategy in col- 
lective bargaining is illustrated by recent negotia- 
tions of the General Motors Corporation and the 
Ford Motor Company. General Motors has fol- 
lowed a policy of “standing pat” in the face of 
union demands, although making some counter- 
offers in response to the union’s wage demands. On 
the other hand, Ford has been asking the union for 
specific things such as “company security,” pro- 
vision for disciplining unionists who participate in 
work stoppages, etc. The Ford strategy seems to be 
making a great impression on industrial-relations 
men in many companies. 


is becoming more and more dependent 
on the development of skills and tech- 
niques in human engineering used by 
employers in adjusting to the many com- 
plex forces created directly or indirectly 
by the union movement and on the poli- 
cies and practices of the unions with 
which they deal. The skills of employers 
and the policies of unions, moreover, are 
often interdependent. To some extent, 
however, management is not the master 
of its own fate because it cannot select 
its own union leadership, and, although 
the attitudes of individual union leaders 
may be influenced by the attitudes of 
management, they may also be deter- 
mined to an extent by politics within the 
organization and other factors entirely 
outside the control of management. In 
the absence of adequate data on relative 
labor costs in companies and industries 
throughout the United States, any theo- 
ry of labor costs, of course, must be ten- 
tative, pending empirical verification. 
The reasoning set forth suggests, how- 
ever, that the most important variables 
in determination of relative labor costs 
under modern conditions may be the 
nonwage factors. 

The competitive status of firms and 
industries is determined also by tech- 
niques of engineering, production, and 
marketing. Yet we should not forget 
that employer-employee relationships 
now have a vital bearing on whether or 
not a firm can introduce new produc- 
tion methods or carry out new market- 
ing programs. Unions, for example, may 
oppose technological improvements, or 
they may actually co-operate in their 
introduction. Treatises on labor prob- 
lems are full of examples of both situa- 
tions." Thus, the existence of a “‘co- 


™ See in particular Sumner H. Slichter, U sion 
Policies and Indusirial Management (Washington, 
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operative”’ or a “restrictive” union may 
have a great influence on many cost ele- 
ments in a plant rather than merely a 
direct effect on labor costs. This makes 
the nonwage elements all the more im- 
portant in determining costs. 


V. THE IMPACT OF COLLECTIVE BAR- 
GAINING ON PRODUCTIVITY 


Assuming that American business will 
continue to operate in an environment 
of widespread unionization and collec- 
tive bargaining, the important question 
for the industrialist is: “How can unions 
be constructively fitted into the frame- 
work of private enterprise?” The union- 
ists look at this question from a some- 
what different angle and ask: “Can pri- 
vate enterprise assure workers plenty of 
good jobs at fair wages?” Those per- 
sons who are neither employers nor union 
members—i.e., the so-called “public”— 
are concerned with a somewhat different 
question: “Will collective bargaining 
between employers and unions end up in 
agreements or understandings to raise 
wages and prices at the expense of the 
consumer?” 

All groups in the economy stand to 
benefit from high-level production and 
high-level employment. These are the 
common modern goals of the American 
people, as far as the domestic economy 
is concerned. If they could be achieved, 
all groups would be relatively happy and 
prosperous (provided, of course, that the 
peoples of the world are not destroyed 
by atomic bombs!). It is generally as- 
sumed, furthermore, by all groups that 
high-level production and high-level em- 
ployment are dependent, among other 
things, upon increasing productivity or, 
put in other terms, upon increasing the 


D.C.: Brookings Institution, 1941), chaps. xiv, xv, 
xvi, xvii, xviii, and xix. 


efficiency of human resources in provid- 
ing goods and services for general utiliza- 
tion by mankind. 

Then the really crucial question is: 
“What are the likely or possible effects of 
unionization and collective bargaining 
on the productivity of human re- 
sources?” Actually, of course, nobody 
knows the answer to this question at 
the present time because there is no 
such thing as an adequate explanation 
or theory of labor-management rela- 
tions which does much more than 
reach synthetic conclusions by holding 
“other things constant” which never 
have been and never will be constant. 
Any general theory of labor-manage- 
ment relations must provide an ex- 
planation of costs based upon an inten- 
sive analysis of nonwage as well as wage 
factors. Since I have emphasized the 
importance of the nonwage factors, I 
am suggesting herewith some of the 
great unexplored areas of labor-manage- 
ment relations which must be charted 
with some precision as a first step in 
evolving a plausible theory of what the 
effect of unionization and collective 
bargaining will be on the economy. 


@) THE “LABOR-MONOPOLY” CONTENTION 


One school of thought holds that un- 
ions inevitably tend to become labor 
monopolies and, in making collusive 
agreements with employers, may even 
tend to establish systems of bilateral 
monopoly.” Actual examples support- 
ing such a theory are not hard to find. 
The history of the building-construc- 


1 The most breathtaking exposition of this con- 
tention, I think, was made by Henry Simons in his 
article “Some Reflections on Syndicalism,” Journal 
of Political Economy, March, 1944. Simons contends 
that unions tend to become monopolistic not only 
by restricting employment through devices such as 
the closed shop but also by maintaining arbitrarily 
high wage rates in unionized plants and industries. 
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tion industry, the motion-picture theater 
business, local service trades, etc., is 
full of cases illustrating use of monopoly 
powers by labor organizations.*' It is 
important to note, however, that such 
collusive arrangements are actually the 
product of the age when collective bar- 
gaining was confined to certain indus- 
tries in which the closed shop and closed 
union prevailed. This theory does not 
explain either trends or motivations in 
the newer unions within the mass-pro- 
duction industries. In the first place, 
such organizations as the United Steel 
Workers and the United Automobile 
Workers have never pressed for a closed 
union shop. It is true, of course, that 
these labor organizations are pressing for 
the union shop, which would make it 
mandatory for a worker to become a 
member of the union after being hired. 
But there have been few indications 
that the industrial unions in the A.F. of 
L. and the C.I.0. (which are the back- 
bone of the union movement) are trying 
to limit or restrict the supply of labor. 
Indeed, it would be very difficult in 
practice for these unions to restrict the 
supply of unskilled labor, and from the 
standpoint of internal union politics it 
might be impossible to do so if for no 
other reason than the pressure from the 
so-called “left-wing” groups. 

Then it is important to recognize that 
the large unions today are pressure 
groups representing the interests of 
workers as consumers as well as produc- 
ers. In this connection labor unions 
were among the most active groups dur- 
ing the war in backing the price-control 
program of the federal government. It is 
also important to note that in the major 
wage controversies with employers short- 


3 Cf. Millis and Associates, of. cit., chaps. iv 
and xv. 


ly after the war, some of these unions 
were very careful to state that in re- 
questing wage increases they were not 
advocating price increases. In fact, the 
Automobile Workers Union went to 
great pains to point out that it was ready 
to back down on wage demands if an 
examination of company books should 
show that if its demands were granted 
there would be a necessity for price in- 
creases. In short, union leaders today are 
more aware of the dangers of securing 
wage increases payable in “the rubber 
nickels” of inflation. This attitude was 
not prevalent among union leaders in 
the days when collective bargaining was 
confined to isolated crafts and industries. 

Although there is a great deal of con- 
flicting evidence as to whether or not 
different labor unions have monopolistic 
tendencies, there are enough indications 
of unions acting in the interest of their 
members as consumers to require a com- 
plete re-examination of this so-called 
“labor-monopoly” contention in the 
light of changes which have taken place 
in the structure and outlook of some of 
our largest American labor unions. 
Furthermore, the restrictive effects on 
employment resulting from high union- 
induced wage scales are not so significant 
when wage-rate increases tend to be- 
come country-wide rather than merely 
plant-wide or industry-wide. True, gen- 
eral wage raises without corresponding 
increases in productivity may lead to 
inflation or to general unemployment or 
both, but wage-rate distortion in indi- 
vidual plants or industries does not ap- 
pear to be increasing as a consequence 
of widespread unionization. The propo- 
nents of the idea that labor unions are 
inherently monopolistic make the mis- 
take of drawing generalizations from 
specific situations which, though im- 
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portant, are not at all typical in the 
union movement. 


b) UNIONIZATION AS A MANAGEMENT INCENTIVE 


In many cases unionization or the 
threat of unionization results in greater 
managerial efficiency in a company. 
When the union enters the picture, 
management is forced to devote a great 
deal more time and consideration to the 
working-out of human problems, and 
the result is very often an increase in 
working-force efficiency. Consider, for 
example, the tremendous expansion in 
personnel and industrial-relations work 
in small, as well as large, companies dur- 
ing the recent period of union growth. 
In a good many companies the indus- 
trial-relations function is now a principal 
concern of the chief executive, and the 
head of the industrial-relations depart- 
ment is increasingly a member of the 
inner circle of top management advisers. 
Many farsighted executives today know 
that good or bad industrial relations are 
likely to have very pronounced effects 
on the profit-and-loss statement. 

To aconsiderable extent the incentives 
for improved management of human re- 
sources can be traced to the presence or 
expectation of unionization, and this 
trend has been particularly noticeable 
in the mass-production industries." 
These incentives may operate in different 
ways: First, an unorganized company 
may streamline its industrial-relations 
policies as a means of making workers 
feel that a “union would be unneces- 
sary.” Second, in cases in which the 
union has a foothold in the form of a 
signed agreement (without strong union 
security provisions), management may 
try to “kill off the union” by eliminating 
the causes of grievances, friction, and 


™ Ibid., chap. x, pp. 542-48 and 563-6s. 


unrest. Finally, the company may look 
on the union and collective bargaining 
as positive instruments for settlement of 
grievances and for general improvement 
of conditions throughout the plant. 
(There are cases, on the other hand, in 
which unionization has disrupted other- 
wise harmonious situations and in which, 
in the face of militant labor organiza- 
tions, managements can do little or 
nothing to introduce better “human 
engineering.”’) 

There is good reason to believe, how- 
ever, that managerial efficiencies result- 
ing from unionization and collective 
bargaining (as a sort of negative force) 
are subject, in a great many cases, to 
the “law of diminishing returns.’”’ This 
is particularly true, for example, of 
seniority rules. Seniority rules may raise 
worker morale and increase efficiency 
when they are first introduced, particu- 
larly if they displace a haphazard and 
biased system of scheduling layoffs 
and selection of employees for pro- 
motion. Seniority rules appear to be 
fair when, as is usually the case, they 
eliminate personal discrimination. But, 
as time goes on, they may turn into rigid 
strait jackets which substitute dis- 
crimination “by formula” for the hap- 
hazard discrimination of poor manage- 
ment. This happened on the railroads 
and in the printing industry; there is 
evidence of the same danger in the newly 
organized mass-production industries." 

Then, of course, there are cases in 
which management incentives are can- 
celed out by the imposition by unions of 
working rules and limitations on intro- 


*s Cf. F. H. Harbison, Seniority Problems during 
Demobilization and Reconversion (Princeton Univer- 
sity, Industrial Relations Section, 1944), and 
Seniority Policies and Procedures as Developed 
through Collective Bargaining (Princeton University, 
Industrial Relations Section, 1941). 
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duction of new machinery and improved 
processes. To the extent that unions thus 
invade the area of “management pre- 
rogatives,” there are artificial limitations 
on increases in the efficiency of manage- 
ment. To the extent, therefore, that the 
tendency of most unions is to encroach 
on management functions, unionization 
and collective bargaining are likely in 
the long run to reduce the continuing 
incentives for better management 
through wnilateral employer action.” 

In short, as in the case of the labor- 
monopoly contention, evidence to sup- 
port the contention that the challenge 
of unionization results in more efficient 
management is both meager and to some 
extent conflicting. No real attempts have 
been made yet to appraise the total ef- 
fects of the union movement on this 
score. Those who have had an opportu- 
nity to survey different types of union- 
management relations from the observa- 
tion posts of government labor agencies, 
as well as informed persons in companies 
and unions, seem to agree, however, that 
there are great and wide variations in 
the impact of unionization on manageri- 
al efficiency and that these variations 
are likely to be significant in determin- 
ing the future competitive status of 
firms. 


*6Tt is true that the leadership qualifications of 
management become greater in many unionized 
companies. “Consultative supervision” usually calls 
for more skill and understanding than free dictation 
of policies from the top down. One of the basic 
reasons for poor employer-employee relations in the 
past has been neglect by top management of good 
industrial relations. On the other hand, a union 
which is merely a negative force can make only a 
limited and indirect contribution to better manage- 
ment. Long-run positive improvements are much 
more likely to stem from union-management co- 
operation described in the next section of this 
article. 


c) THE THEORY OF UNION-MANAGE- 
MENT CO-OPERATION 

Up to this point the analysis has un- 
covered no theoretical basis for assum- 
ing that the pressures generated by the 
union movement will result in a con- 
tinued and sustained increase in pro- 
ductivity. Although there are reasons 
for believing that the labor-monopoly 
concept of unions is generally more false 
than true, there are limitations to the 
increases in managerial efficiency which 
may result from the presence or threat of 
unions. To some extent, of course, the 
creation of “buying power” resulting 
from maintenance of high wage levels 
may offer some stimulus to high-level 
production and full employment. Yet 
an increase in wages without correspond- 
ing increases in productivity can easily 
lead to inflation in periods of prosperity 
and to more widespread unemployment 
in times of depression. Obviously, there- 
fore, if collective bargaining is to con- 
tribute to full production and full em- 
ployment, it must sooner or later be- 
come an instrument for increasing effi- 
ciency through joint union-manage- 
ment action. 

The past history of formal union- 
management co-operation in increasing 
efficiency and expanding production has 
not been very encouraging in this coun- 
try. Although there have been some note- 
worthy examples of positive union- 
management co-operation in the men’s 
clothing industry, in the Baltimore and 
Ohio Railroad shops, and in some small 
steel companies, joint labor-manage- 
ment programs to reduce costs have 
been the exception rather than the rule. 
In a large proportion of cases, more- 
over, management and labor have been 
forced to co-operate as a last resort to 
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keep a firm from going out of business, 
and then often the policy was adopted 
too late to do much good. Prior to the 
war, at least, union-management co- 
operation seemed to be most prevalent 
in small, marginal concerns which were 
plagued at the time with rather weak 
management.*? 

During the war there was a rash of so- 
called labor-management “production” 
committees, which were the outgrowth 
of what started out as a patriotic bally- 
hoo campaign of the War Production 
Board. Although joint efforts to increase 
efficiency were, in general, more pub- 
licized than real, there were notable ex- 
amples of genuine joint labor-manage- 
ment co-operation in a considerable 
number of companies. Naturally, these 
were firms in which there were good rela- 
tionship and thorough understanding 
between the company and the union and 
in which the economic interests of both 
sides could be advanced by a program of 
co-operation. The production commit- 
tees did not seem to work out in firms in 
which employers felt ‘‘principle-bound”’ 
to protect management prerogatives at 
all costs or in which the union was looked 
upon by the membership primarily as 
an “instrument of protest.” There can 
be no doubt that some of the employers 
learned that workers through their unions 
could make constructive suggestions 
without “taking over the reins of man- 
agement” and that some union leaders 
found out that job-conscious workers 
are often just as interested in co-operat- 
ing with their bosses as in calling them 
names! On the other hand, the Com- 
munist party line which advocated at 


17 Slichter, op. cit., chaps. xiv—xix; see also S. T. 
Williamson and Herbert Harris, Trends in Collective 
Bargaining (New York: Twentieth Century Fund, 
1945), chap. xi. 


the time a strategy of co-operation with 
management caused a good many work- 
ers and union leaders to be suspicious of 
union-initiated programs of this kind. 
Although we know that joint union- 
management efforts to increase efficiency 
have been successful under certain condi- 
tions, they are not common in collective 
bargaining today, and they are rarely 
found in the large mass-production 
companies which form the keystone of 
American industry. The reasons are not 
far to find. In the first place, many em- 
ployers are prone to think of unions 
mainly as a negative force—as a chal- 
lenge to the authority and prerogatives 
of management. Consequently, they 
usually want to confine collective bar- 
gaining to the very narrow issues of 
wages, working conditions, and ma- 
chinery for the settlement of grievances. 
In many cases they want to retain uni- 
lateral control over the setting and ad- 
ministration of the wage-rate structure, 
and they are opposed “‘in principle” to 
joint consideration of production stand- 
ards or methods. Union leaders, of 
course, have a habit of suspecting and 
opposing anything they are not “in on,” 
so that a company which makes a point 
of guarding its rights and prerogatives is 
likely to give continued encouragement 
to those labor leaders who feel that a 
union must be, first, last, and always, a 
protest organization. Likewise, a union 
which feeds on campaigns of hatred for 
the company and continually tries to 
undermine the authority of management 
usually aggravates the antiunion incli- 
nations of the employer. Bad labor- 
management relations often follow a 
vicious spiral. A company which looks 
upon collective bargaining as a narrow, 
negative process causes the union to be- 
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come militantly antiemployer, which, in 
turn, engenders an even more unco-oper- 
ative management attitude. The result- 
ing struggles between “labor and capi- 
tal” then often degenerate into highly 
emotional “holy wars” over principles, 
rights, status, and power. Unfortunate- 
ly, this situation is all too prevalent to- 
day, particularly in the basic mass- 
production industries. 

There is fairly general agreement 
among employers, union leaders, and 
informed outside observers regarding 
the prerequisites for successful union- 
management co-operation. In the first 
place, union-management co-operation 
requires a constant broadening of the 
scope of collective determination into 
the territory of so-called management 
prerogatives. In the second place, the 
issues of “union security” and “com- 
pany security” must be resolved." 
Third, the union and its membership 
must become cost-conscious and market- 
conscious rather than antiemployer or 
class-conscious. Fourth, there must be 
sharing of gains resulting from lowered 
costs and increases in efficiency brought 
about through joint co-operation. Final- 
ly, there must be no widespread or sud- 
den layoffs occasioned by the introduc- 
tion of new methods or machinery. 

Although most employers and union 
leaders are probably aware of the pre- 
requisites for successful union-manage- 
ment co-operation, they are likely to be 
skeptical of the advisability of embark- 
ing on such a program. After all, to an 
employer, union-management co-opera- 

18 “Union security” covers such issues as main- 
tenance-of-membership, union shop, and other de- 
vices making tenure of employment dependent on 
union membership. ‘Company security” involves 
protection against “unauthorized strikes,” agree- 
ment on management rights, and assurances of 
union responsibility in abiding by the terms of the 
agreement. 


tion means sharing certain management 
functions with representatives of em- 
ployees. Furthermore, the employer is 
not likely to get the union leadership to 
co-operate unless he takes definite steps 
to build up the prestige of the union and 
to guarantee its security. Many indus- 
trialists refuse to “sell out to a union” 
on this score. They feel that they cannot 
trust the union leaders to pursue a pro- 
gram of co-operation, and they argue 
that joint consideration of such matters 
as production methods and standards 
leads to divided responsibility and con- 
fusion. On the other side of the fence, 
union leaders who advocate co-operation 
with management lay themselves open 
to charges by the membership (or a rival 
clique) of “‘selling out to the company.” 
This is particularly true when a com- 
pany has been making high profits and 
when, consequently, the workers are 
likely to feel that they are not getting 
their fair share of what they have al- 
ready produced. Traditionally, unions 
have been organized as “opposition 
groups.” They are not easily transformed 
into cost-conscious organizations which 
can collaborate with employers. 

In the light of the prerequisites for 
union-management co-operation and the 
prejudices against it, let us consider 
theoretically its possibilities for the fu- 
ture. One point appears fairly clear. 
Union-management co-operation is most 
likely to develop in small or medium- 
sized companies or in new enterprises, 
which are in a relatively tight competi- 
tive squeeze. These firms usually have 
difficulty in meeting the wage scales 
established through union pressure in the 
larger or more prosperous companies. 
They are often forced, therefore, to cut 
nonwage costs to stay in business or to 
improve their competitive position. In 
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such cases the union is faced with the 
necessity of either consenting to a wage 
scale lower than that set in the more 
prosperous plants or of finding ways and 
means of reducing nonwage costs. Eco- 
nomically and politically it is easier for 
union leaders to pursue the latter al- 
ternative. Both the employer and the 
union, then, are likely to forget about 
rights, prerogatives, and status and to 
bargain on the basis of facts. Just as 
necessity is the mother of invention, so 
is competition the father of union- 
management co-operation. Both sides 
stand to gain by expanding production 
and lowering costs—not by cutting 
wages but rather by increasing morale, 
cutting expenses of supervision, improv- 
ing quality of work, and introducing new 
methods and techniques of production. 
Furthermore, the changes in thinking 
and attitudes required by the rank-and- 
file of both sides are likely to be made 
more rapidly in small organizations be- 
cause of shorter lines of communication. 
In the larger, more prosperous firms 
the incentives for union-management 
co-operation are not so great. Such com- 
panies can afford to run the risk of high 
labor costs resulting from labor-manage- 
ment conflict, particularly if there is 
some prospect of eventually weakening 
the union and eliminating some of the 
shackles of collective bargaining. Since 
there is usually no question about the 
ability of such companies to pay rela- 
tively high wages, the unions and, for 
that matter, the workers need not as- 
sume much responsibility for lowering 
costs and increasing efficiency. In the 
short run, at least, they can press for a 
larger slice of the earnings pie without 
bothering too much about increasing its 
size. 
Farsighted businessmen and thought- 


ful union leaders, however, are more 
aware than they used to be of the com- 
petitive advantages which may accrue 
to a firm in which unionization is an 
asset rather than a liability. For this 
reason it is possible that great strides 
may be made in large as well as in small 
organizations in union-management co- 
operation, as business resumes produc- 
tion for a postwar competitive market. 
Both employers and union leaders will 
be impelled to take a more realistic look 
at costs. Wages, as we have indicated, 
are likely to be set in accordance with a 
nation-wide pattern. The possibilities 
of keeping costs down by raising pro- 
ductivity, however, appear to be great, 
provided that management and labor 
acquire skills and techniques of joint 
co-operative endeavor. Consequently, 
there is reason to believe that unioniza- 
tion and collective bargaining may 
contribute materially to more efficient 
employment of human resources.” 


VI. CONCLUSION 


Co-operative endeavor between man- 
agement and labor is most likely to have 
its roots in competitive struggles be- 
tween firms. Competition is the main 
force which can be counted upon to lead 
to factual rather than emotional collec- 
tive bargaining. We can hope that effec- 
tive collaboration in collective bargain- 
ing will grow out of realistic thinking and 
seasoned judgment. 


%9 The reasoning supporting this “theory” is, of 
course, sketchy. Many case studies will have to be 
made to determine its validity. A great many theo- 
retical refinements are also called for, such as, for 
example, probabilities of union-management co- 
operation in companies where labor costs are a high 
percentage of total costs versus firms where they are 
a small percentage; in monopolistic versus competi- 
tive situations; etc. It is also necessary to study situ- 
ations involving different psychological adjustments 
of employers, labor leaders, and workers. The anal- 
ysis in this paper is intended only to survey the ter- 
rain for possible future avenues of research. 
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Yet, in comparison to the breath- 
taking strides made in natural science, 
engineering, mass-production technol- 
ogy, and mechanical know-how, the 
art or science of human relations in in- 
dustry still remains in the horse-and- 
buggy era. Consequently, there are limits 
to the immediate development of realis- 
tic thinking and intelligent judgment in 
labor-management relations. Studies of 
“labor economics” do suggest possible 
incentives for co-operative endeavor, 
but they contribute relatively little to 
the know-how of effective human rela- 
tions. It is here that the anthropologists, 
sociologists, and psychologists can make 
far-reaching discoveries of vital impor- 
tance in the field of industrial relations. 
Today we are disgracefully ignorant of 
the skills which lead to collaboration 
in labor-management relations. Should 
these skills of collaboration be first dis- 
covered and then understood and used 


by management and labor, the unhar- 
nessed and uncontrolled power of a 


growing union movement and an evolv- 
ing system of collective bargaining 
would be better directed to the building 
of an economy of freedom and abun- 
dance. 

In this connection the obligations of 
industrial-relations specialists are clear: 
They must evolve a science of industrial 
relations through the combined and inte- 
grated use of tools in economics, sociol- 
ogy, political science, psychology, en- 
gineering, and other “disciplines.” This 
science must go far beyond the limits of 
a theory of wages. Perhaps today in- 
dustrial-relations specialists have ad- 
vanced to the stage where they know 
enough about the subject to determine 
what they need to learn to understand 
it. That is the first step, at least, in the 
development of a multivariable diag- 
nosis of the economic, social, and politi- 
cal forces underlying modern labor- 
management relations. 
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THE FIRST TWENTY YEARS OF THE BANK OF SPAIN. I 


EARL J. HAMILTON 


I 
COMBAT depreciation of the paper 
currency (vales reales) issued to fi- 
nance the war against England in 
1779-83 and to promote economic de- 
velopment, the National Bank of Saint 
Charles (Banco Nacional de San Carlos) 
was chartered on June 2, 1782, in accord- 


ance with a plan drafted by Francisco 
Cabarris, a French-born economist, 


banker, businessman, and projector. Un- 
der various titles the institution has 
functioned and been known as the “ Bank 
of Spain’” to the present day. This study 
will carry the Bank from its foundation 
until 1803, when the renewal and inten- 
sification of the Napoleonic conflict after 


the Peace of Amiens sowed chaos in 
Spain and rendered normal banking op- 
erations impossible. The twenty years 
under review comprise a decade of peace 
and prosperity, followed by a decade of 
almost uninterrupted war with the two 
strongest European powers. 

The Bank charter had no time limit, 
but the arbitrary Government obviously 
had the power to revoke it at will. There 
were 150,000 shares of stock with a par 
value of 2,000 vellon reals,? making the 

* National Bank of Saint Charles until 1829, 
Bank of Saint Ferdinand in 1829-56, and Bank of 
Spain since 1856. 

In his Diccionario de hacienda ({Madrid, 1833 
ed.], I, 125) José Canga Argiielles, the expert on 
taxation and public finance, who owned stock and 
often attended meetings of shareholders late in the 
eighteenth century, listed the institution as “Bank 
of Spain with the Name of Saint Charles.” The ran- 
corous attack upon the Bank by Count Mirabeau in 
1785 was entitled De la Banque d’ Espagne, dite de 
Saint-Charles. 


2 A vellon real, the money of account, was rough- 
ly equivalent to five United States cents after the 
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capital 300 million reals—considerably 
more than any other company or enter- 
prise in Spanish history had ever pos- 
sessed. The Bank was to make all for- 
eign remittances for the Crown and to 
farm the provisions for the armed forces, 
but the charter conveyed no other fiscal 
function. It was not forbidden to sell 
marine insurance, make advances to the 
royal treasury, or invest in the stock of 
other enterprises. Both the charter and a 
prospectus issued by Cabarris to pro- 
mote stock subscriptions vaguely com- 
mitted the institution to avoid specula- 
tion of every description, but a clause in 
the charter authorizing it to undertake 
commissions from the Crown to pro- 
mote the general welfare left the door 
open for any venture meeting with royal 
favor. In the beginning, the Bank was 
administered by six biennial directors, 
elected by the stockholders, and two di- 
rectors of provisions with indefinite 
tenure, selected by the Government 
from four nominees of the shareholders. 
But, unfortunately, the policies were 
largely determined by the annual meet- 
ings of stockholders. With the owners of 
twenty-five or more shares entitled to 
attend in person or by proxy, the assem- 
blies were too large to permit calm and 
constructive planning. The greatest or- 
ganizational defect was the complete 
lack of a responsible executive. 

Owing to the heavy war expenditures; 
opposition from powerful vested inter- 
ests, particularly the Five Major Guilds 


establishment of our system of coinage in +792. Un- 
less otherwise indicated, the term “rea]’’ will mean a 
vellon real. 
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(Cinco Gremios Mayores) ; and the inter- 
ruption of trade with the New World by 
the British fleet, the conjuncture was not 
favorable for the sale of stock. But the 
rapid depreciation of the paper currency 
and the exigencies of war finance forced 
the Government to act. Although the 
subscriptions had reached only 9,452 
shares, little more than a fifth of the 
45,000 required by the charter for organ- 
ization, the Crown authorized the sub- 
scribers to meet on December 20, 1782, 
to elect directors; appoint a cashier, 
bookkeeper, and secretary; rent a suit- 
able building; procure supplies; and 
make other arrangements to begin opera- 
tions. The officers called upon subscrib- 
ers to pay for their stock by March 1s, 
1783; and on June 1 the Bank opened its 
doors.’ 


II 


The huge capitalization of the Bank 
and the high level of specie imports from 
Mexico and Peru during the preceding 
fifty years deprived its right to issue 
notes of the importance attached to this 
function in the establishment of most 
other national banks. Nonetheless, this 
was one of the first matters to claim at- 
tention. Before the first meeting of stock- 
holders on December 20, 1782, the Gov- 
ernment authorized the Bank to issue 
52,500,000 reals of notes, ranging from 
200 to 1,000 reals and payable to the 
bearer in specie on demand.‘ The direc- 


3 For an account of the antecedents and the or- 
ganization of the Bank, see Earl J. Hamilton, “The 
Foundation of the Bank of Spain,” Journal of Po- 
litical Economy, LIII (June, 1945), 97-114. 


4On January 17, 1784, Marquis Zambrano rec- 
ommended that Bank notes, like paper currency, be 
made transferable by endorsement and compulsorily 
renewable once a year. The finance ministry pro- 
tested, and on March 6 the Council of Castile re- 
ported that this would nullify the efforts of the Gov- 
ernment to increase the circulation of money, the 
purpose for which the note issue had been author- 


tors decided to engrave and release 52 
million reals. The Crown agreed to supply 
the Bank with a reserve of 30 million 
reals in gold, then being struck in the 
Madrid mint, in return for an equiva- 
lent sum in Bank notes. In March-April, 
1783, the Government instructed tax of- 
ficials to accept notes at Madrid for all 
public dues; and the treasury co-oper- 
ated by using them whenever possible in 
paying wages, pensions, and other obliga- 
tions. The Caracas Company, the Bank 
directors in their private businesses, and 
even the Five Major Guilds also ac- 
cepted notes without question. Never- 
theless, only 32,750,000 reals had been 
put into circulation by November 30, 
1783, when the Bank’s books were closed 
for the first period of operation. Yet this 
was the highest point reached on any 
balance sheet now available for the first 
twenty years. As the government paper 
currency (which enjoyed the advantages 
over notes of bearing interest at 4 per 
cent and of being legal tender in all trans- 
actions except wage payments and retail 
trade) rose to and above par, it pre- 
cluded further emissions and drove most 
of the Bank notes out of circulation.’ 
From March 15, 1783, the Bank 
earned 4 per cent interest on the paper 
money in which most of the stock sub- 
scriptions were paid;* and 4 per cent in- 


ized. The ill-advised measure was not adopted 
(Archivo del ministerio de hacienda [hereafter cited 
as AMH], Negociado 130, Leg. 1). 


5 Archivo del Banco de Espafia, Consulta elevada 
a S.M. por la junta del Banco Nacional sobre la pér- 
dida de valor de los vales, 10 de Noviembre, 1794, pp. 
28-29; Count Mirabeau, Banque d’Espagne (n.p., 
1785), pp. 55-58. 


6 The granaries offered the Bank a million fanegas 
(fanego equals about 1.6 bushels) of wheat in par- 
tial payment of their large subscription, but this 
was more than the Bank could handle with the lim- 
ited storage facilities available. The directors took 
500,000 fanegas. The army was supplied with some 
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terest was collected on the arrearage in 
payments after this date. When the 
Bank opened, it began to discount prom- 
issory notes and bills of exchange on 
Madrid at 4 per cent—the rate stipu- 
lated in the charter—and bills on the 
provinces at 6 per cent plus a commis- 
sion of 4 per cent. The total discounts 
from June 1 to November 30 amounted 
to 19,206,307.7 reals. The directors ar- 
gued that, instead of depriving existing 
bankers of business, these advances “‘in- 
creased their loans,” although competi- 
tion forced them to lower their discount 
rate to the new level. The Bank took over 
foreign remittances for the Crown on 
August 1, began to provision the army on 
September 1, and prepared to supply the 
navy after January 1, 1784. Commercial 
agencies were selected to handle provi- 
sions, employees appointed, and operat- 
ing policies formulated.’ Disorders in 
handling the army supplies evidently 
arose early; for the directors explained in 
their second annual report, three months 
after the operations began, that they had 
been vigilant in detecting and relentless 
in punishing the Bank’s agents for mis- 
representations of the quantity, quality, 
or price of goods.* 

To the delight of the directors, the 
Crown asked the Bank to include in its 
contract the provisioning of three for- 
tresses in Morocco. Furthermore, the in- 


of the wheat, and the remainder was sold (Archivo 
histé6rico nacional [hereafter abbreviated as AHN], 
Estado, Leg. 3196). 

7 According to the directors, the most efficient 
firms owning stock in the Bank were selected as 
agents. Since the Bank was under fire because of the 
French birth‘and predilections of Cabarrds, the di- 
rectors apologized for the large number of firms with 
foreign names. “‘They have been long established in 
Spain and are contributing to Spanish prosperity 
by their taxes, personnel, and industry” (Archivo 
general de la nacién, Mexico [hereafter abbreviated 
as AGN], Reales cédulas, Vol. CXXVII, No. 51). 


8 Ibid., fols. 91-100. 


stitution, whose prospectus abjured the 
“hazardous, distant, and speculative un- 
dertakings” which allegedly character- 
ized the enterprises competing with it for 
investment funds, enthusiastically as- 
sumed responsibility for importing from 
the Baltic all the masts, timber, stores, 
nails, and iron needed for naval ship- 
building! The directors took the initia- 
tive in negotiating for a contract to sup- 
ply the militia in America with uniforms. 
As a special inducement they promised 
to promote the industrial development 
of backward regions by a wise distribu- 
tion of orders for the cloth required.® 

Although everyone recognized that 
the principal reason for establishing the 
Bank was to restore the government 
paper currency, at their first meeting the 
stockholders adopted rules to prevent 
“abuses” of the privilege of having it re- 
deemed. But the management lacked the 
courage to publish these rules. In re- 
sponse to strong criticism, at the second 
meeting of stockholders, on December 
22, 1783, the directors reported that “‘re- 
demption proportionate to the resources 
of a new establishment . . . . has con- 
tinued without interruption.” Yet re- 
demptions had been severely rationed. 
Unable to take all the currency pre- 
sented, the Bank gave priority to hold- 
ers “‘who receive it at par for their prod- 
ucts and to merchants who accept it 
freely in trade.” The directors adopted 
the maxim that needs should be at- 
tended rather than profits augmented. 
It proved impossible to take more than 
one bill from each holder, but, in June— 
November, 2,314 persons were accom- 
modated. The Bank loaned specie to 
businessmen to tide them over the period 
of two or three months of waiting for 
their turn. Realizing that they were be- 

*Ibid., fols. to1-10; AMH, Negociado 130, 
Leg. 2. 
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ing bitterly censured for this policy de- 
signed to benefit, not to exploit, the pub- 
lic and for not redeeming government 
paper money freely for all owners, the 
directors promised to begin unlimited re- 
demption as soon as the Bank’s re- 
sources became adequate. But they did 
not commit themselves as to when this 
might be.*° 

To build up its stock of specie for cur- 
rency redemptions and foreign remit- 
tances, in 1783 the Bank seized an op- 
portunity to lend 18 million reals of 
government paper money, almost a 
third of the capital then paid up, to the 
businessmen of Cédiz (comercio de Cadiz) 
from whom the Crown had sequestered 
an equivalent quantity of specie in 
America to meet urgent needs in the war 
against Great Britain. As security, the 
Bank was assigned specie to be delivered 
upon the arrival of the first treasure fleet 
after the termination of hostilities. 

The monopoly on foreign remittances 
for the royal treasury and persistent de- 
preciation of the government paper cur- 
rency served as entering wedges to the 
exclusive privilege of exporting specie, 
by far the most remunerative concession 
the Bank ever enjoyed. To facilitate 
foreign remittances, it was necessarily 
permitted to export bullion; and a me- 
morial of February 3, 1783, drafted for 
the directors by Cabarris,” convinced the 
Crown that no one else should share the 
privilege. Only a chosen instrument 
could prevent ruinous depreciation of the 
paper currency through competition for 
bullion by firms holding it and owing 

1° Gazeta de Madrid, 28 de Enero, 1783, pp. 93- 
094; AGN, Reales cédulas, Vol. CXXVII, No. 51, 
fols. 105-7. 

™ AGN, Reales cédulas, Vol. CXXVII, No. 51, 
fols. 108-9; AHN, Estado, Leg. 3196. 

2 Cf. Juan Sempere y Guarinos, Ensayo de una 
biblioteca espaftola de los mejores escritores del reynado 
de Carlos III, 11 (Madrid, 1785), 18 ff. 
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debts abroad."* The Government gave 
the Bank a temporary monopoly; and, 
despite bitter opposition,’* it was kept 
alive throughout the first twenty years." 

Of the 3,641,423.5 reals earned from 
March 15 to November 30, 1783, specie 
exports and foreign exchange based upon 
them yielded 2,098,822.2 reals, or ap- 
proximately 57.6 per cent. Interest on 
paper money and on delayed payment for 
stock produced 1,006,258.5 reals, or 27.6 
per cent. Discounts on bills of exchange 
earned 205,088 reals, and the remaining 
331,254.7 reals represented an unrealized 
and unrealizable claim against the Gov- 
ernment for 4 per cent interest on ad- 
vances for army supplies. From the 


"3 The memorial insisted that private exports of 
bullion would deprive the Bank of the means to re- 
deem paper money, “the principal reason for its 
foundation,” and force it to the depths reached in 
the worst period of the war. On February 9 the Gov- 
ernment forbade licenses for specie exports, “except 
when necessary forthe royalservice.”” Under this pro- 
viso the royal treasury permitted the Swedish Gov- 
ernment to take 4,000,000 silver reals from CAdiz, 
and “paper money sank immediately by 2-3 per 
cent at CAdiz, Madrid, and other financial centers.” 
On April 14 the directors attributed “the excessive 
premium on specie to the fraudulent exportation of 
silver, evidenced by the zeal with which many per- 
sons are exchanging gold for standard silver coins for 
this use.” To curb the smuggling of specie out of the 
kingdom through Catalonia, Aragon, and Logrofio, 
the directors urged the Crown to require licenses for 
transporting the precious metals into these areas and 
to issue permits only to those who could prove they 
had purchased goods of an equivalent value (AHN, 
Estado, Leg. 3196, fols. 1-6). 


‘4 For a statement showing how stern the opposi- 
tion to all exclusive privileges was in Spain at that 
time, see Miguel Damaso Generes, Reflexiones pollti- 
cas y econdmicas sobre la poblacién, agricultura, artes, 
Sébricas y comercio del reyno de Aragén (Madrid, 
1793), P. 246. 

*§ On May 11, 1785, William Carmichael, Chargé 
d’Affaires of the United States, petitioned Count 
Floridablanca to issue a permit for one Mr. Harrison, 
an American merchant established at C4diz and act- 
ing agent of the United States there, to export 
$10,000 from C4diz. On May 17, Carmichael was in- 
structed to have Harrison apply to the Bank of 
Spain, the only agency that might export specie 
(AHN, Estado, Leg. 3886, Exped. 5, Nos. 2-3). 
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gross profit, 240,190.3 reals were de- 
ducted for salaries; 30,093.9 reals for of- 
fice expenses; and 69,884.1 reals for rent, 
commissions, and miscellaneous expen- 
ses. The net balance of 3,301,255.2 reals 
was available for distribution. The 
stockholders voted, and the Crown ap- 
proved, a dividend of 115.8 reals,” or 
5.79 per cent, on the paid-up shares. In- 
asmuch as the capital had earned only 4 
per cent per annum (on paper money or 
arrearage on shares) from March 15 to 
June 1, the earnings reported for the 
first six months after the Bank opened 
its doors were at the rate of 9.2 per cent 
a year. Since the provisioning of the 
army and the three Moroccan garrisons 
had been in progress only three months 
and foreign remittances for the Crown 
only four months, it was impossible to 
determine and distribute the earnings 
from these sources. The directors boasted 
that “by a prudent computation anyone 
can infer what the dividends in future 
years will be with these items and the 
navy contract included.’”’ 

The first dividend (exceeding even the 
extravagant prophecy of the prospectus 
for the sale of stock), the expectation of. 
fabulous profits from the exportation of 
the bullion accumulated in the New 
World during four years of war, and the 
postwar restoration of business confi- 
dence sharply increased the demand for 
Bank stock. Taking advantage of the 
authorization by the charter to market 
the stock unsold after two years for 
whatever it would bring, on September 7, 
1784, the directors raised the price of 


6 After setting aside 21,213.5 reals to provide 
dowries for two daughters of peasants and two of 
artisans, thus establishing a precedent which was to 
last throughout the twenty years under review. 


7 AGN, Reales cédulas, Vol. CXXVII, No. 51, 
fols. 112-13; Gazeta de Madrid, 2 de Enero, 1784, 
pp. 11-12. 


subscriptions 5 per cent—to 2,100 reals— 
and provided that on January 1, 178s, 
the shares remaining would advance an- 
other 5 per cent—to 2,200 reals. A royal 
order of September 24, 1784, approved 
these advances and earmarked 12,000,- 
ooo reals of the profits for investment in 
the shares of the Philippine Company, 
then being formed by Cabarris and his 
associates to exploit a monopoly of hith- 
erto forbidden direct trade with the Phil- 
ippines. Thus Cabarrds, then able to 
dominate the Bank’s policies, took two 
long strides in the footsteps of John Law: 
he founded an overseas trading company 
connected with the Bank, and he incited 
speculation in the stock of his main en- 
terprise. As Cabarris anticipated, the al- 
ready buoyant demand for Bank stock 
accelerated. In the fiscal year from De- 
cember 1, 1783, to November 30, 1784, 
the number of paid-up shares rose from 
28,150 to 88,755." 

On January 14, 1785, Cabarrds drafted 
regulations governing the acceptance, 
custody, and transfer of demand de- 
posits, authorized by the charter. With 
minor alterations, confined largely to ac- 
counting technique, the directors adopt- 
ed these rules; and on October 5 they an- 
nounced that deposit slips and check- 
books had been printed. Beginning on 
October 10, accounts might be opened. 
A minimum of 4,500 reals was required 
for deposits, and checks for less than this 
sum were not honored. The Bank 


*® Gazeta de Madrid, 7 de Septiembre, 1784, p. 
753; Ramén Santillan, Memoria histérica sobre los 
bancos (Madrid, 1865), I, 16-17; Miguel Ger6nimo 
Sudrez, Tratado legal theérico y prdctico de letras de 
cambio, II (Madrid, 1789), 240-41; Pierre des Es- 
sars, A History of Banking in All Leading Nations 
(Eng. trans.; London, 1896), III, 232; Mirabeau, 
op. cit., pp. 58-64, 77-78, 87-88, 116; R. D. Hussey, 
The Caracas Company, 1728-1784 (Cambridge, 
Mass., 1934), Pp. 296-98; Valentin Foronda, U7ili- 
dad de la Compafita de Filipinas (Madrid, 1787), pp. 
3-S- 
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charged '5 of 1 per cent for all debits to 
accounts, but there was no fee for credit- 
ing items or cashing checks. Deposits in 
paper currency, still at a slight discount, 
were kept apart from specie accounts. 
Since “gold and silver are sterile,” no in- 
terest was allowed on them; but paper 
balances were credited with the full 4 per 
cent they earned. Like other customers, 
depositors paid exchange on transfers to 
or from the provinces and foreign finan- 
cial centers. Cabarras and Juan Bautista 
Rossi, a biennial director, were the first 
to deposit their funds in the Bank and 
make their payments by check.*® 

For the fiscal year ending on Novem- 
ber 30, 1784, the directors reported net 
earnings of 17,137,622.6 reals; and at 
the meeting on December 22 the share- 
holders voted a dividend of 192.7 reals, 
or 9.64 per cent. The monopoly on specie 
exports accounted for almost half the 
profits, and estimated but unrealized 
earnings on the army and navy provi- 
sions were also large. As in the previous 
year, the Bank set aside no reserve for 
contingencies. Reckless under the most 
favorable circumstances, this policy was 
particularly dangerous when delayed 
payment, disallowance of interest, de- 
fault by the Crown, renegotiation of 
prices, and many other acts of an arbi- 
trary government might diminish or even 
eliminate the unrealized earnings on 
army and navy supplies. The directors 
reported that the Crown had entrusted 
the Bank with the payment of interest 
on the public debt and argued that its 
redemptions of the government paper 
currency had raised it to par everywhere 
except at Cadiz. But the reported re- 
demptions for all private holders did not 


#9 Archivo del Banco de Espafia, Secretaria, Leg. 
712, No. 41; Gazeta de Madrid, 5 de Octubre, 1784, 
p. 830; Suarez, op. cit., II, 211-23. 


total 12,000,000 reals, or 3 per cent of 
the quantity in circulation.” 


III 


In the fall of 1784 rumors of the im- 
pending failure of Magon, Le Fer Broth- 
ers and Company, a large stockholder 
and the leading C4diz correspondent of 
the Bank,” accelerated preparations to 
establish a branch at Cadiz, the great 
emporium of American trade and conse- 
quently the principal Spanish bullion mar- 
ket—even after the extension of coloni- 
al commerce to most other large seaports 
in 1778.% On December 22, 1784, the an- 
nual assembly instructed the directors to 
formulate plans for the branch and 
named a committee of eleven stockhold- 
ers to consider them. After consulting 
the chief shareholders at C4diz and ex- 
perts on business and finance in that lo- 
cality, on January 22, 1785, the directors 
adopted rules and bylaws for the opera- 
tion of the branch. The committee ap- 
proved them on February to. Adminis- 
tered by two directors, the branch, like 
the parent-Bank, lacked a responsible 
executive. The directors, a cashier, and a 
head bookkeeper were appointed by the 
directors of the parent-Bank. The branch 
directors had to be experienced business- 
men; and, along with the cashier and 
bookkeeper, they were required to give 
up all private business connections and 


2° Santillan, op. cit., I, 16-20; Gazeta de Madrid, 
18 de Enero, 1785, pp. 38-40; Biblioteca Nacional, 
Lima, Documentos histéricos: varios, No. 3324. 


#* Magon, Le Fer Brothers and Company paid all 
its debts to the Bank as soon as the rumors spread. 
The Government took immediate steps to punish 
the originator of the rumors (Gazeta de Madrid, 19 
de Noviembre, 1784, p. 963). 


In 1784-85, for example, both the exports to 
America from CAdiz and the imports from America 
through C4diz averaged approximately 85 per cent 
of the total for peninsular Spain (Journal politique de 
Bruxelles, 20 Mai, 1786, pp. 108-10). 
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transactions. Weekly reports to the par- 
ent-Bank were required. After all the 
competent stockholders at C4diz had re- 
fused to serve as branch directors with- 
out pay, the posts were assigned the at- 
tractive salary of 50,000 reals a year and 
either free living quarters in the branch 
bank building or an annual rental sub- 
sidy of 6,000 reals.” 

The branch was to sell foreign drafts, 
discount promissory notes and bills of 
exchange, and, above all, provide the 
Bank facilities for exporting bullion from 
that leading market. To be eligible for 
discount, bills of exchange exceeding 
30,000 reals must mature in not more 
than ninety days and bear three names, 
including at least one from Cédiz, with 
a high credit rating. The branch might 
discount two-name promissory notes. To 
relieve the alarming distress among im- 
porters and wholesalers of indigo and 
cochineal, who had purchased excessive 
amounts after the termination of the war 
with England, the branch might lend on 
six-month promissory notes secured by 
these items. The rate of discount was 
5 per cent—1 per cent higher than at 
Madrid; but the Bank directors insisted 
that this was far below the current rate 
at C4diz. The branch was to redeem pa- 
per currency in unlimited amounts, but 
at the market rate in terms of specie, not 
at par. Few policies evoked such bitter 
and universal resentment.*4 

Ramén Talavera y Dalmaces and 
Manuel Séenz de Tejada Hermoso were 


23 AHN, Estado, Leg. 3196; Sudrez, op. cit., II, 
231-39; Gasela de Madrid, 18 de Enero, 1785, pp. 
38-39. The provision of living quarters on the prem- 
ises for some responsible official was to guard against 
fire and theft. It is said that Abraham Newland, 
chief cashier of the Bank of England from 1778 to 
1807, never slept away from the Bank in this entire 
period (W. Marston Acres, The Bank of England 
from Within, 1694-1900 (London, 1931], I, 256). 


*4 Suarez, op. cit., II, 223-30. 


appointed branch directors; Ramén Ez- 
curra, cashier; and Faustino Gelos, book- 
keeper. “ Not trusting such a small group, 
no matter how competent and upright it 
may be,” the Bank directors established 
an advisory council consisting of the 
Custodian of American Funds (Deposi- 
tario de Indias), either the Prior or the 
First Consul of the Cadiz Guild Mer- 
chant, and two local stockholders. Con- 
trary to the expectation of Cabarris, re- 
peatedly expressed in his project and 
prospectus, the business community did 
not welcome the branch. On March 7, 
1785, the Bank directors reported to 
Count Floridablanca, the Prime Minis- 
ter, that members of the Gervinais firm 


"had refused to serve on the advisory 


council, ‘‘doubtless because the estab- 
lishment of the branch there will sup- 
press, in favor of the stockholders, the 
fat commissions, totaling more than 
2 million reals, which the Bank has paid” 
the firm. Marquis de los Castillejos and 
Pedro le Norman, “the only CAdiz stock- 
holders who would accept,” were ap- 
pointed councilors. The Bank directors 
also reserved the right to name a com- 
mittee to inspect the books and assets of 
the branch at any time and, if need be, to 
require a change in its policies. The 
branch directors held office at the pleas- 
ure of the Bank directors.** Control over 
the branch by the parent-Bank could 
hardly have been more absolute or com- 
plete. 

The branch was assigned 50,000,000 
reals of capital, a sixth of the total au- 
thorized by the Bank charter. On May 1, 
1785, it began operations.” 


*s AHN, Estado, Leg. 3196; AGN, Reales cédulas, 
Vol. CXXXIII, No. 240, fol. 419; Suarez, op. cit., 
II, 240; Quarta junta general del Banco Nacional 
(Madrid, 1786), pp. 91-92. 


26 AGN, Reales cédulas, Vol. CXXXIII, No. 240, 
fol. 419; Santillan, op. cit., I, 24. 
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IV 


The plan for the establishment of the 
Bank and the prospectus promised that 
it would aid industry; but in view of the 
popular enthusiasm for economic enter- 
prise, fully shared by Charles III and his 
ministers, the Bank’s initial develop- 
mental claims were surprisingly modest. 
Enemies hastened to attack the institu- 
tion for failing to promote economic prog- 
ress,’ and the criticism evoked extrava- 
gant talk and grandiose plans.” 

In 1784 the Bank began to place a 
commissioner in each province to report 
upon the possibilities of stimulating agri- 
culture, industry, and commerce through 
its purchases of food, provisions, and uni- 
forms for the army, navy, militia, and 
royal servants. On February 25, 1785, 
the directors urged the intendants and 
the Economic Societies (Sociedades Eco- 
ndémicas de Amigos del Pais) to co-oper- 
ate with the commissioners. The direc- 
tors requested data on the production of 
grain and the difficulty and expense of 
transporting it; for they planned to aid 
producers by purchasing the surplus, and 
consumers by building granaries to store 
it. A complete list of the articles current- 
ly procured was supplied the commis- 
sioners, intendants, and Economic Soci- 
eties; and descriptions, prices, and sam- 
ples of industrial products were collected. 
The Bank sought “exact information on 
factories that have failed and are capable 

7 By advancing funds, distributing purchases for 
the army and navy so as to protect nascent industry, 
or adopting any other positive program (see, e.g., 
Mirabeau, of. cit., pp. 89-94; and Letire du Comte de 


Mirabeau a M.le Couteulx dela Noraye sur la Banque 
de Saint-Charles et sur la Caisse-d’Escompte (Brus- 
sels, 1785), Pp. 49-50. 

*8On May 16, 1783, the directors wrote Count 
Floridablanca that “‘the Bank will do more than all 
other companies” for industrial progress, “‘because 
its fundamental objective is to aid all individuals and 
companies, whether commercial or industrial, in al! 
their operations” (AHN, Estado, Leg. 3196). 


of restoration as well as estimates of the 
aid they will need.””*® 

The directors definitely committed 
themselves to follow advice from the 
Economic Societies.*° These organiza- 
tions numbered among their members 
the outstanding economists, including 
Cabarrts; many of the political leaders; 
and some of the richest businessmen. 
They were energetically performing the 
same functions as the societies for the 
promotion of manufactures, arts, and 
commerce and the agricultural societies 
then flourishing in Great Britain.** Hence 
the societies were admirably equipped to 
give sound advice. Furthermore, they 
were in a position to exert strong pres- 
sure upon the Government and the busi- 
ness community to co-operate with the 
Bank in executing policies they recom- 
mended. 

To “the ridiculous charges and thou- 
sands of complaints” that army and navy 
uniforms were costing more, the directors 
replied, on December 29, 1785, that the 
uniforms were superior to the cheaper im- 
ported ones formerly supplied. The price 
increase was attributed to the fact that 
Spanish products had been bought in 
order to stimulate domestic industry. 
Consequently, “Aragon and Soria have 
seen looms idle for a long time put to 
use.” The Bank’s commissioners had 
“made the necessary advances to fac- 
tories in those regions. Supported by 
these loans and stimulated by certain 
sales [to the Bank], the factories have in- 
creased and improved their output. A 
thousand pieces of cloth have been the 


#9 Archivo del Banco de Espafia, Secretaria, Leg. 
655; Gazeta de Madrid, 25 de Febrero, 1785, pp. 127- 
28. 

3° Archivo del Banco de Espafia, Secretaria, Leg. 
655; Gazeta de Madrid, 25 de Febrero, 1785, pp. 127- 
28. 

3 Gazeta de Madrid, 23 de Marzo, 1787, pp. 198- 
99. 
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first fruits of the Bank’s efforts. Two gar- 
ment factories [vestuarios] for export to 
America have been constructed in those 
provinces, without a doubt the first ones 
since the discovery.”* 

The Bank did not rest its case upon 
past achievements. In 1785 the Crown 
requested it “to lend a million reals to 
one of the most substantial and useful 
manufacturers in the kingdom” for a 
period of eight years. The directors re- 
fused; but, with royal approval, a loan 
was made for six months, rather than 
three, the maximum permitted by the 
charter. On December 29, 1785, the 
stockholders endorsed a proposal by the 
directors that the time-limit on loans to 
manufacturers be extended to six months, 
a period deemed adequate to permit the 
purchase and fabrication of raw material 
and the sale of the product. Since manu- 
facturers ordinarily borrowed on promis- 
sory notes rather than on bills of ex- 
change, the directors recommended that 
the endorsement of a Madrid merchant, 
thus giving a two-name instrument, and 
no other signature be required for indus- 


# At the annual meeting, on December 20, 1785, 
the directors asked the stockholders for authoriza- 
tion to send two woolen manufacturers from Soria 
and two from Aragon, to be chosen by the Bank’s 
commissioners, to the leading centers of manufac- 
ture to learn the most advanced processes, “without 
a knowledge of which the products of this industry 
will always remain coarse and inferior.” The woolen 
industry of Valencia, Catalonia, Palencia, Béjar, 
and Cuenca had also benefited from the loans and 
the effective demand of the Bank. According to the 
directors, the Bank had stimulated industry by con- 
sistently favoring the products of factories the 
farthest from seaports and the least known, as well 
as by steadfastly refusing to purchase foreign goods. 
The Bank had promoted agriculture by procuring 
grain in the interior provinces, where it was the 
most abundant, and shipping it to deficient areas, 
where foreign grain, “the curse of Spanish agricul- 
ture,” had been used the most. “It seems that these 
positive facts should completely disprove the charge 
that the Bank does not promote the agriculture and 
industry of the kingdom” (AGN, Reales cédulas, Vol. 
CXXXIII, No. 240, fols. 435-39). 


trial loans. On January 13, 1786, the 
Crown sanctioned this amendment to the 
charter.* 

On December 29, 1785, the Bank an- 
nounced that the time had arrived to 
unveil the noblest of its aims and “to 
reveal the influence which the institution 
that has hitherto only earned profits for 
its shareholders will have on the wealth 
of the nation.” The Bank’sloans, admin- 
istration of provisions, exportation of 
specie, and foreign remittances had ac- 
celerated the circulation of money and 
generated business optimism; but “these 
are mere preliminaries to the great opera- 
tions to come.” Agriculture, industry, 
and commerce could not flourish without 
free internal movement of goods. “The 
Government cannot maintain a fourth of 
the people who are reduced to vagabond- 
age or beggary because of the lack of 
work resulting from the inability of 
goods to reach markets.” It would help 
little to lift the barriers to trade imposed 
“by political error if the physical obsta- 
cles to transportation are not removed.” 
The miracle could be achieved through 
the construction of the Guadarrama 
Canal, primarily for navigation and sec- 
ondarily for irrigation. With a portage 
of only three leagues (approximately 10.5 
miles), it was to connect Madrid with 
Seville and the Atlantic by a combination 
of canals and canalization of rivers. “The 
immense, certain, and daily advantages 
of the Canal surpass imagination in their 
extent and grandeur.” The vigorous 
style, intemperate language, injudicious 
claims, and the offer to pay all the ex- 
penses of the survey from personal funds 
if the next annual assembly of stockhold- 
ers should fail to approve the outlay—all 


33 Journal politique de Bruxelles, 18 Fevrier, 1786, 
p. 113; Gaseta de Madrid, 24 de Enero, 1786, p. 62; 
AGN, Reales cédulas, Vol. CX XXIII, No. 240, fols. 
440-41, 451; Sudrez, op. cit., Il, 241-42. 
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these suggest that the canal project 
hatched in the brain and flowed from the 
pen of Cabarrds.** 

The directors proposed that the Bank 
advance funds at 4 per cent for the con- 
struction of the Guadarrama Canal, 
which was to usher in the millennium, 
and operate it for the Government at 
cost plus 10 per cent.** The Bank was not 
to recover its loan from the Govern- 
ment’s operating revenue from the Canal 
except by renouncing 1} per cent of its 
profits on specie exports. Violent attacks 
upon the Bank by formidable critics, the 
absorption of a sixth of its capital by the 
C4diz branch, a large foreign loan, and 
the death of the engineer directing the 
survey* prevented the shareholders from 


34 Quarta junta general, pp. 87-90, 186-204. The 
Canal was to cheapen provisions at Madrid and pro- 
vide a market for farmers in the interior. The prices 
of agricultural products would rise on farms and fall 
in the cities, 50 per cent or more in the case of bulky 
commodities such as wine and olive oil. Stone would 
cost less than bricks at Madrid, and thus end the 
rapid destruction of forests to feed brick kilns. Tim- 
ber from the Indies could be brought to Madrid, as 
to London. Goods from America and from foreign 
countries (“which have to be imported’”’) would cost 
much less in the interior. Owing to the poverty of 
the streams, irrigation would be unimportant on the 
tableland of Castile, but it would greatly benefit 
Andalusian agriculture. Rural prosperity would stim- 
ulate navigation and commerce. Appealing to the 
vanity of Charles III, Cabarrfs argued that, if his 
predecessors had been endowed with Charles’s vis- 
ion, they would not have wasted money on irrigation 
when navigation canals were sorely needed (AGN, 
Reales cédulas, Vol. CX XXIII, No. 240, fols. 416-17, 
476-81, 485). 

38 The directors argued that no individual could 
administer the Canal as successfully as the Bank and 
that, even if one could, he would not be satisfied 
with 100 per cent profit (AGN, Reales cédulas, Vol. 
CXXXIII, No. 240, fol. 482). 

3©On May 7, 1785, the directors petitioned the 
Crown for permission to employ Professor Charles le 
Maur, a French engineer, and his sons to survey the 
route from Madrid to Espiel, on the Guadiato in the 
Province of Cordova. On June 4, 1785, Count Flori- 
dablanca notified the directors that the Crown had 
authorized the Bank to employ Le Maur and his sons 
to make the survey from Madrid “to the Ocean.” 
After three months of surveying, Le Maur died. The 


pressing the canal project at the 1785 
meeting. But Cabarrds was not the man 
to abandon such an intriguing idea. 
Enemies of the Bank attributed the 
sharp advance of commodity prices in 
1784-85 (73 per cent in New Castille) +7 
to its procurement of army and navy 
supplies; and some friends of the institu- 
tion shared this view. In the fall of 1784, 
Count Campomanes, benevolently dis- 
posed toward the Bank from its incep- 
tion, blamed “‘the exorbitant prices paid 
by it” for the upswing of barley prices. In 
influential circles the Bank’s purchases of 
wheat were held responsible for its scarci- 
ty and dearness in 1785. On November 
30, 1784, Cabarrds wrote Count Florida- 
blanca that the Bank had paid no more 
for barley than the short harvest necessi- 
tated. He added that late in May, 1784, 
the Bank had requested the military 
commanders to requisition supplies early, 
to formulate plans for transportation in 
advance, and to discontinue comman- 
deering transport facilities and issuing 
priorities needlessly.** In their report for 


directors proposed at the annual meeting, on Decem- 
ber 29, 1785, that Le Maur’s sons be paid 75,000 
reals for the work accomplished; and in a mood of 
generosity the stockholders raised the fee to 100,000 
reals (Quarta junta general, pp. 148-49, 189-90, 195 
ff.). 

3° See my book on “‘Money, Prices, and Wages in 
Spain, 1651-1800,” to be published by the Harvard 
University Press in 1946. 


38In December, 1784, the directors reported 
that, upon taking over the army and navy contracts 
from the previous farmers, the Bank had been sad- 
died with “large supplies of grain of inferior quality 
at outrageous prices.” The grain received from the 
public granaries for Bank stock “‘was of little use”; 
storage and transportation facilities were pitifully in- 
adequate; and “a general collusion from Barcelona to 
C4diz has proved useful only to buyers of grain.” On 
December 22, 1784, the stockholders instructed the 
officers to build grain elevators and to reorganize the 
transportation of provisions (AHN, Sala de alcaldes 
de casa y corte, Lib. 1734e, fols. 834-35; Santillan, 
op. cit., I, 19-26; Gazeta de Madrid, 28 de Mayo, 
1784, pp. 462-63). 
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1785 the directors stoutly disclaimed re- 
sponsibility for the rise in wheat prices, 
which “we have foreseen and endeavored 
to prevent.” The Bank bought wheat in 
April, before the great dearth developed, 
and loaned 40,000 fanegas to Madrid, to 
be repaid in kind without interest, in- 
stead of selling it at a considerable profit. 
The directors insisted that, in spite of the 
concentration of the troops in Andalusia 
and Catalonia, the regions of acutest 
scarcity, the Bank had supplied the army 
with wheat at 20 per cent less than mu- 
nicipalities and the public had paid 
throughout Spain. To refute “the ridicu- 
lous charge that the Bank has cornered 
provisions in order to raise their prices 
and secure a monopolistic profit,” the 
directors estimated that if each of them 
had owned five hundred shares of stock, 
“which none of us approaches,” and the 
prices of all army and navy supplies had 
been doubled by manipulation, each di- 
rector would have gained only 16,000 
reals**—less than two and a half months’ 
salary for a director of provisions or four 
months’ for a branch director. 

The accounting problems resulting 
from the number and dispersion of the 
correspondents required to handle pro- 
visions for the armed forces, the magni- 
tude of the operations, the uncertain ap- 
praisals of continuous inventories, the 
perplexities of joint and overhead costs, 
and disagreements with treasury officials 
in effecting settlements—all these ren- 
dered it difficult to ascertain the yearly 
results of farming the army and navy 
supplies. The Bank delayed the publica- 
tion of its 1784 report for six months 
while trying to determine the true state 


39 AHN, Estado, Leg. 3196; Quarta junta general, 
pp. 116-19; AGN, Reales cédulas, Vol. CXXXIII, 
No. 240, fols. 432-34; “Carta de M. de la Riviére,” 
in Valentin Foronda, Cartas sobre el Banco de San 
Carlos (Madrid, 1787), p. 42. 


of affairs. In 1785 the directors strove to 
rationalize their accounting methods and 
the procedure for settling with the treas- 
ury.” 

At the meeting of stockholders on De- 
cember 29, 1785, the directors admitted 
that the provisions supplied the army 
and navy had cost the treasury 5,138,871 
reals more than the same goods would 
have under the fixed-price contract with 
the previous farmer. But they argued 
that the loss was largely offset by a sav- 
ing of 3,378,489 reals on naval stores and 
shipbuilding materials and 1,137,781 
reals on army supplies the preceding 
year. Nevertheless, the directors were so 
exasperated over public censure for high- 
cost and inefficient operations under the 
cost-plus-commission arrangement and 
so distressed over arrearage in settle- 
ments that on September 27, 1785, they 
petitioned the Crown to shift the army 
and navy contracts to fixed prices. Prob- 
ably unaware of the sharp upward trend 
of prices, which they were unable to 
measure, and nettled by Mirabeau’s 
challenge to prove that the Bank was as 
efficient as its predecessors, the directors 
rashly offered to accept quotations fixed 
in the contract with the Five Major 
Guilds some eleven years previously, 
when prices averaged approximately 16 
per cent less. At the end of 1785 the 
Crown not only accepted this proposition 
but applied it retroactively to settle all 
disputes over the prices of goods already 
supplied.“ This was one of the Bank’s 
costliest mistakes. 

In 1784 the torrent of specie exports 
fed by the arrival of treasure pent-up in 
the New World during four years of war 


4 AGN, Reales cédulas, Vol. CXXXIITI, No. 240, 
fols. 399-402. 

4* Quarta junta general, pp. 51-62, 123-25, Ap- 
pens. V, VIII-IX; Octava junta general del Banco 
Nacional (Madrid, 1792), pp. 67, 73, 76-78. 
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with England registered the unprece- 
dented total of 19,349,000 standard silver 
pesos, or 386,980,000 vellon reals, almost 
twice the value of all the domestic prod- 
ucts shipped to America that year. The 
next year the specie exports rose to 20,- 
072,928.5 silver pesos, or 401,458,570 vel- 
lon reals, the greatest stream of American 
treasure ever to pass through Spain into 
Europe in a single year. In that age of 
mercantilism, economists and statesmen 
naturally regarded such a loss of specie 
as a great national catastrophe; and, as 
the monopolist of bullion exports, the 
Bank was denounced for depriving agri- 
culture, industry, and commerce of their 
life-blood. A license was required, but the 
feeling was prevalent that for the Bank 
this was a mere formality. It was blamed 
for requesting permits rather than the 
Government for issuing them.# 

In the fall of 1784, Count Campo- 
manes transmitted to Count Florida- 
blanca a complaint from leading CAdiz 
businessmen that the freedom of the 
Bank to remit specie had denuded the 
kingdom of silver and seriously obstruct- 
ed exports of domestic and colonial 
goods. Count Campomanes affirmed that 
“the swollen exports of silver pesos have 
more than paid our foreign debts, and 
our colonial products are worthless at 
C4diz and other seaports, where foreign- 
ers used to accept them for their wares.” 
In a long letter to Count Floridablanca, 
on October 30, 1784, Cabarrts ascribed 
the large volume of specie exports to the 
maladjustment of the bimetallic ratio 
and to the discordant specie contents of 
different denominations of coins. Correct 
and astute was the observation that “‘in 
this gloomy affair it is farcical that the 

4 Mirabeau, Lettre d M. le Couteulx de la Noraye, 
pp. 21 ff.; Quarta junta general, pp. 98-99; Foronda, 
Cartas sobre el Banco, p. 39; Journal politique de 


Bruxelles, 3 Avril, 1784, p. 12, and 20 Mai, 1786, p. 
108. 


fineness of coins is a state secret, com- 
municated to mint employees only after 
they are bound by oath not to reveal it.* 
But the baseness of coins does not exact- 
ly counterbalance differences in weight. 
Hence a profit can be gained by export- 
ing undervalued pieces. This is the true 
cause of the dearth of money.’’*4 

To the defense of the Bank’s monop- 
oly, Cabarris brought keen economic 
analysis. On December 29, 1785, he 
pointed out that in each of the two pre- 
ceding years the duty on specie exports 
had yielded the treasury five times more 
than the annual average for the twenty- 
nine years preceding the monopoly. The 
improvement was not attributed to the 
extraordinary quantity of specie avail- 
able in 1784-85, the principal factor, but 
to the suppression of smuggling, made 
possible by the monopoly. To refute this 
claim, it would be necessary to deny “the 
great progress of Spanish agriculture and 
to disprove the existence and the multi- 
plicity of the modern factories of Cata- 
lonia and Valencia.” He ascribed the loss 
of bullion to the unfavorable balance of 
trade and insisted that, with this given, 
a revocation of the monopoly could not 
diminish the outflow and would reduce 
the duty received approximately four- 
fifths. In a surprisingly antimercantilist 
vein he argued that a nation could have 
too little or too much specie and that 
either would be undesirable. It was im- 
portant to have the right amount, that 
is, a quantity proportionate to the goods 
and services or to the monetary work to 
be done. “‘Silver* is a product of Spanish 
mines that should be exported like any 


43 Cf. Earl J. Hamilton, “Monetary Problems in 
Spain and Spanish America,” Journal of Economic 
History, TV (1944), 32-35. 

44 AHN, Estado, Leg. 3196. 

45 Since gold was overvalued in Spain, very little 
of it was being exported. 
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other.” In fact, this was “even more 
necessary in the case of silver than in 
that of any other product of Spanish soil, 
because the consequences of superabun- 
dance would be graver in this case than 
in any other.” If bullion exports should 
end, it would be impossible to live “‘ow- 
ing to the excessive prices of all produce 
and wares. The nation might suffocate 
under a pile of gold and silver.” 

Both Cabarris and his friend, Valen- 
tin Foronda, argued that Spain would 
lose by withdrawing the Bank’s monop- 
oly against sellers of specie in Spain and 
against buyers of it in foreign countries. 
Competition among buyers would force 
up the price in the domestic market, and 
competition among sellers would force it 
down in external financial centers. The 
cost of both foreign remittances and 
commodity imports would necessarily 
rise.47 Nevertheless, the vigorous public 
criticism of the monopoly led the direc- 
tors to admit at the stockholders’ meet- 
ing on December 29, 1785, that the 
Bank’s earnings from this source were 
unduly high, to announce a slight altera- 
tion of the exchange rate by passing on to 
the public an economy wrung from a 
new Paris correspondent, and to suggest 
that half of its net profit of 3 per cent on 
bullion exports* be set aside for the con- 
struction of the Guadarrama Canal.‘ 

Despite the extremely high rate of 
profit reported for 1785, on December 29 
the stockholders requested the Crown to 
raise the limit on interest by } of 1 per 

4° AGN, Reales cédulas, Vol. CX XXIII, No. 240, 
fols. 413-14, 425; Quarta junta general, pp. 99-100, 
103-4, Appen. X. 

47 Foronda, Cartas sobre el Banco, pp. 9-10, 72- 
74; AHN, Estado, Leg. 3196. 

4* According to the directors, the gross profit was 
34 per cent and the cost of shipping specie to Paris, 
where most of it went, } of 1 per cent. 

49 Quarta junta general, pp. 98-110; AGN, Reales 
cédulas, Vol. CX XXIII, No. 240, fols. 425-28. 


cent at Madrid and CAdiz, making the 
rates 44 and 5} per cent, respectively. At 
the same time the Caisse d’Escompte at 
Paris lowered its rate from 4} to 4 per 
cent, but the Bank of England continued 
to charge 5 per cent. The purpose of the 
increase in Spain was to give the Bank a 
net return of 4 per cent on loans, the yield 
obtainable on paper currency. The di- 
rectors also maintained that the ad- 
vanced rates would be less than other 
lenders were demanding. In January, 
1785, the Crown granted the increase.*° 

To the accusation that the directors 
“have abused the privilege of negotiating 
and discounting their own bills of ex- 
change with the Bank,” they replied that 
they “‘have the same right to have their 
paper discounted as anyone else of equal 
substance.” Critics were challenged to 
prove that “any person with a good cred- 
it rating has been refused a loan under 
the same conditions granted a director.” 
Merchants and other customers of the 
Bank were called upon to crush this whis- 
pering campaign.™ 

V 

Violent fluctuations in the quotation 
of Bank stock in 1785 shook the institu- 
tion to its foundation. At their meeting 
on December 22, 1784, the stockholders 
approved the elevation of unsold shares 
to 2,200 reals, beginning on January 1, 
1785, “and in a certain sense obligated 
the directors not to exceed the figure.”’ 
By January 15 sufficient capital for the 
C4édiz branch had been raised, and the 
directors began to retard subscriptions 
and to watch the movement of stock 
prices. On February 19, when only 26,334 

8° Biblioteca Nacional, Lima, Documentos his- 
toricos: varios, No. 3324; Suarez, op. cit., II, 242. 


st AGN, Reales cédulas, Vol. CX XXIII, No. 240, 
fols. 397-98, 430-31; Quarta junta general, pp. 113- 
15; “Carta de M. de la Riviére,” in Foronda, Cartas 
sobre el Banco, p. 35. 
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shares remained, the directors suspended 
sales until they could determine how 
much price increase the shares would 
bear. The high dividend in 1784, the 
fabulous current profits on silver exports, 
the increase in the price of subscriptions, 
the Bank’s suspension of sales, and the 
intimate business connections of Cabar- 
ras beyond the Pyrenees—all these 
aroused a strong speculative interest in 
Bank stock in Spanish, Swiss, and French 
financial centers. Business optimism in 
France following the war of 1778-83 and 
the existing bull market for shares of the 
Caisse d’Escompte, Compagnie des Eaux 
de Paris, Compagnie des Indes, and sev- 
eral insurance companies intensified the 
speculation at Paris and Lyons. In a 
memorial to the Crown on March 21, 
1785, the directors reported that a Span- 
iard who had bought 350 shares of stock 
at 2,170 reals had just sold them at Paris 
for 2,480 reals and warned that a resump- 
tion of sales at 2,200 reals would merely 
give speculators a similar unearned profit 
at the expense of the Bank. The directors 
recommended that 2,334 shares at 2,200 
reals be reserved for public and elee- 
mosynary institutions and the remain- 
ing 24,000 shares be sold at the rate of 
4,000 a month, with the directors fixing 
the price for each month on the last day 
of the preceding one. The Government 
approved the scheme. In April the Bank 
offered shares at 2,500 reals, and this rate 
was maintained until the middle of 
June.” 

Declaring that “‘ Bank shares are being 
sold publicly in Madrid at 2,720 to 2,740 
reals and many subjects who bought 
them at the moderate and equitable rate 


8 Memoirs of the Prince de Talleyrand, ed. Duc de 
la Broglie (Eng. trans.; London, 1891), I, 75; Mira- 
beau, Letire @ M. le Couteulx de la Noraye, p. 73; 
Quarta junta general, pp. 62-70, 162-65, 171-76; 
Gasela de Madrid, 12 de Abril, 1785, pp. 231-32. 


[2,500 reals] established by the directors 
the two preceding months are selling 
them at these figures,” on June 14, 178s, 
the Bank raised the price of subscriptions 
to 2,700 reals and removed the limit on 
monthly sales. This was the highest rate 
the Bank attempted to fix, and private 
sales in Spain at more than 2,800 reals 
have not been reported. But it seems 
that a bullish wave carried them to 800 
livres tournois, or 3,200reals, at Paris early 
in June, 1785, and to a similar level at 
Lyons, Geneva, and Amsterdam.* From 
the advance in the price of subscriptions 
the Bank secured an extraordinary 
“profit” of 21,398,000 reals. Twenty-one 
million reals were put into stock of the 
Philippine Company to secure income 
and as a hedge against a decline in the 
profit from specie exports during wars 
with maritime powers, as if trade with a 
colony on the other side of the globe 
would flourish when sea lanes were cut! 

When the Bank suspended the sale of 
shares, on February 19, Count Carrién 
de Calatrava resigned his remunerative 
post as director of provisions and wrote 
two fiery pamphlets denouncing the di- 
rectors for inciting speculation. Drawing 
upon these pamphlets and other data 
supplied by enemies of the Bank, Count 
Mirabeau indicted the directors® for hav- 

53 Journal politique de Bruxelles, 25 Mars, 1786, 
pp. 187-90; Mercurio de Espana, Junio, 1785, pp. 
186-87; Gazeta de Madrid, 14 de Junio, 1785, pp. 
375-76; Mirabeau, Banque d’Espagne, p. 51; J. F. 
Bourgoing, Tableau de l’Espagne moderne (3d ed.; 
Paris, 1803), II, 57; AGN, Reales cédulas, Vol., 
CXXXIII, No. 240, fols. 410-13; G. Desdevises du 
Dezert, L’Espagne de l’ancien régime, II (Paris, 
1899), 429; Jean Bouchary, “Un Manieur d’argent 
avant la Révolution francaise,” Revue d'histoire 
économique et sociale, XXIV (1938), 162, 248-49. 

54 Quarta junta general, p. 164. 

8sIn his vituperative Banque d’Espagne, pub- 
lished between April 1 and June 24, 1785, Mirabeau 
mentions the third rise in the price of shares, re- 
quested by the Bank on March 21; and in his Letire 
a M. le Couteulx de la Noraye (pp. 1-2) he refers to 
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ing engineered the rise by increasing the 
price of subscriptions, suspending sales, 
and rationing the quantity of stock of- 
fered. In the annual report for 1785 the 
directors disclaimed any responsibility 
for the bull market, argued that it began 
in France, maintained that they had 
merely followed the Parisian quotations 
upward, and claimed credit for not hav- 
ing raised the price of subscriptions even 
nearly to the level reached at Paris and 
Lyons. Furthermore, the directors in- 
sisted that Spaniards had picked up some 
12,000,000 reals from foreign speculators, 
“without a doubt the first gain of this 
sort secured by Spain in three centuries.” 
Critics of the Bank charged that Cabar- 
ras had bought 6,500 shares a few days 
before the suspension of sales and that 
other directors were financially interested 
in the rise they induced. The directors 
vehemently denied any exploitation of 
their position as insiders and contended 
that they had gained for the Bank the 
“profit” from the advance of unsold 
shares. By taking stock at par and selling 
it at the market in Paris, thus securing 
10,000,000 reals of easy money, they 
might have had the windfall for them- 
selves, as the directors of corporate enter- 
prises in France, England, and other 
countries had invariably done. 

The conjuncture in both France and 
Spain favored a speculative rise in Bank 
stock, but the directors were also to 
blame. Their responsibility was not lim- 


criticism of his Banque d’ Espagne on June 24. A royal 
order of July 9, 1785, prohibited the importation and 
sale of the book in Spain (Antonio Ferrer del Rio, 
Historia del reinado de Carlos III en Espatta (Madrid, 
1856], IV, 128-30; Duke University Library, Colec- 
cién de reales cédulas, 349.46 qS733DA, Vol. V, fols. 
427-30). 

S©Mirabeau, Bangue d’Espagne, pp. 65-66; 
Quarta junta general, fols. 62-84, 151; AGN, Reales 
cédulas, Vol. CXXXIII, No. 240, fols. 465-75; 
“Memoria de la Comisi6n,” Séptima junta general 
del Banco Nacional (Madrid, 1789), pp. 89, 93-97- 


ited to the initial impetus given by the 
advance, suspension, and rationing of 
subscriptions. When the price of sub- 
scriptions rose to 2,500 reals on March 
21, the directors affirmed that they “‘af- 
ford the most profitable investment op- 
portunity that exists’ and insidiously 
computed what they would yield when 
they reached 2,600, 2,700, and 2,800 
reals, “supposing, which seems unques- 
tionable, that the Bank will pay 140 reals 
a share, or 7 per cent on the original cap- 
ital.” But 1786 was the only subsequent 
year in which either the earnings or the 
dividend approached this “unquestion- 
able” figure. ‘To protect the poorly in- 
formed against selling their shares for 
less than they are worth,” on May 3 the 
directors announced “to the public that 
the Bank will take all shares presented to 
it at the same price at which it offers 
them.” In a memorial to the Crown four 
days later the directors reported that the 
demand for stock ‘“‘already borders on 
delirium; but having calculated our steps 
with complete knowledge and prudence, 
we can assure [asegurar] that it will never 
fall below its present quotation [2,500 
reals] in the kingdom and that conse- 
quently the disappointments which in- 
discreet speculators in other shares have 
suffered will never discredit it.’’s’ 
According to the directors, the “de- 
lirium passed from one extreme to the 
other”; in Paris, Bank stock fell “im- 
mediately” from 3,200 reals to 2,130. 
Actually the decline spread over several 
months. On July 9, Claviére offered to 
sell 400 shares at Lyons at 2,880 reals, 
and two days later Parisian short-sellers 
were covering at 2,680. The stock had 
fallen to 2,460 reals by August 24 and to 
2,240 by August 29. On September 6, 
8? Gazeta de Madrid, 3 de Mayo, 1785, p. 279; 


Quarta junta general, pp. 71-73; AGN, Reales cédulas, 
Vol. CXXXTIII, No. 240, fol. 477. 
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Claviére reported that shares were avail- 
able in Paris at less than 2,200 reals; and 
on September 22 he authorized his Lyons 
correspondent to purchase 400 shares at 
2,000-2,040. Whether the stock fel! this 
low is not clear. By October it was defi- 
nitely rising. After considerable recovery 
the shares were quoted at 2,350 reals on 
December 22 at Madrid, 6 per cent under 
the level below which they would “never 
fall.” Available records fail to disclose the 
precise date of the collapse, but appar- 
ently it occurred in the latter part of 
June. On June 14 the directors reported 
that shares were bringing 2,720-2,740 
reals in Madrid; and subsequently they 
attributed the decline to the removal, on 
this date, of the monthly limit on sub- 
scriptions, which automatically threw 
the entire reserve onto the market. The 
correspondent of the Journal de Bruxelles 
reported from Paris on July 7 that 
“shares of the Bank of Spain continue to 
fall.” On July 13, Mirabeau boasted that, 
because of his Banque d’ Espagne, specu- 
lators were “‘kicking shares around” for 
whatever they would bring.* 

Despite the prohibition of loans on 
stock, adopted by the shareholders on 
December 22, 1784, the Bank secured 
special authorization from the finance 
ministry to lend Le Couteulx de la No- 
raye,a famous Parisian banker heavily in- 
volved in long speculation, 20,000,000 
reals, a fifteenth of the authorized capi- 
tal, in a vain effort to bolster the price of 
stock at Paris and prevent the panic 
from spreading to Madrid. The loan bore 


58 Marcel Marion, Histoire financiére dela France 
depuis 1715 (Paris, 1914), I, 375-77; Journal poli- 
tique de Bruxelles, 9 Juillet, 1785, pp. 82-83; 25 Mars, 
1786, pp. 188-90; Mirabeau, Letire d M. le Couteulx 
de la Noraye, pp. 2, 10, 43-44; Bourgoing, of. cit., 
II, 58; AGN, Reales cédulas, Vol. CXXXIII, No. 
240, fols. 411 ff.; Séptima junta general, “Memoria 
de la comisién,” p. 88; Jean Bouchary, of. cit., Revue 
d’ histoire économique et sociale, XXIV, 249-54. 


interest at 5 per cent, matured on Febru- 
ary 15, 1786, and was secured by stock as 
collateral, with the price to be fixed by 
the stockholders in case of default. At the 
annual meeting on December 29, 1785, 
the stockholders appraised the collateral 
at 2,200 reals a share but limited future 
advances to 500 reals, which they regard- 
ed as a reasonable and enforcible figure. 
On January 2, 1786, the Crown sanc- 
tioned this limit.‘* 

As Sismondi, Lavergne, and Marion 
have pointed out, Calonne, the French 
Contréleur Général des Finances, was 
closely associated with Panchaud, one of 
the founders of the Caisse d’Escompte; 
with Claviére, a Genevese banker estab- 
lished at Paris; with the Marquis of 
Mirabeau; and with other bear specula- 
tors in the shares of the Bank of Spain, the 
Compagnie des Eaux, and the Caisse 
d’Escompte. Moreover, Calonne wished 
to divert all the funds possible from pri- 
vate to government securities, owing to 
the unbalanced budget and the waning 
credit of Louis XVI. Hence on January 
24, 1785, he endeavored to curb the bull 
movement in the stock market at Paris 
by retroactively limiting the purchase of 
shares for future delivery; and on Au- 
gust 7 the restrictions were tightened. 
Since the undervaluation of silver in 
Spain, where the bimetallic ratio was 
16.03 to 1, and its overvaluation in 
France, where the ratio was 14.63 to 1, 
were factors in the silver exports that af- 
forded a major part of the Bank’s prof- 
its, the question arises whether the 
change in the French ratio to 15} to 1 on 
October 30, 1785, was designed to de- 
press the quotation of Bank stock. Aside 


89 Gazeta de Madrid, 24 de Enero, 1786, p. 61; 
Quarta junta general, pp. 77, 94-97, 144-45; Sudrez, 
op. cit., Il, 241-42; Journal politique de Bruxelles, 
1 Avril, 1786, p. 38; Jean Bouchary, of. cit., Revue 
d'histoire économique et sociale, XXIV, 250-51. 
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from the fact that Claviére, who supplied 
Mirabeau data and a subsidy for his 
Banque d’ Espagne, is said to have sug- 
gested the change in the French coinage 
ratio to Calonne while engaged in a bear 
raid on Bank shares, there is little evi- 
dence to support this hypothesis. Ca- 
lonne said that the reform was designed 
to curb a loss of gold, and this explana- 
tion has been accepted without question 
by Levasseur and Marion. Since the 
mint ratios of all neighboring states were 
considerably higher than in France, the 
outflow of gold resulting from its under- 
valuation was undoubtedly substantial. 
Contemporaneous complaints that the 
louis d’or was unobtainable in France 
tend to confirm this thesis. Since the late 
Middle Ages a loss of one of the precious 
metals resulting from bimetallic malad- 
justment had been the commonest cause 
of monetary reform. Furthermore, the 
price of Bank stock had collapsed more 
than three months before the readjust- 
ment of the French bimetallic ratio. Con- 
temporaries roundly denounced Calonne 
for having reaped an illicit profit from a 
sort of secret loan during the process of 
recoinage and for having defrauded the 
public through collusion with the masters 
of the mints (particularly at Strasbourg) 
to debase the new gold coins. In Ca- 
lonne’s long catalogue of accusations 
against his monetary reform, he did not 
list the charge that it was intended to aid 
short-sellers of stock in the Bank of 
Spain ; and his refutations of the other in- 
dictments would have served perfectly 
against this one.® Talleyrand, the su- 
preme master of intrigue, always alert 
for sinister motives,-did not accuse Ca- 


* Bourgoing, a keen analyst of both politics and 
finance, who was thoroughly familiar with the specu- 
lation in Bank stock at Paris, did not mention the 
French monetary reform of 1785 as a factor in the 
collapse of the bubble (09. cis., II, 57 ff.). 
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lonne of tampering with the coinage in 
order to reduce the earnings of the Bank 
and thereby profit from a fall in its stock. 
Finally, French speculators knew that it 
was immaterial to the Bank whether gold 
or silver was exported and must have 
realized that, so long as Spain financed 
her large imports of manufactures by dis- 
tributing American treasure throughout 
Europe, no manipulation of bimetallic 
ratios anywhere could eliminate the 
Bank’s profits from bullion exports. 
The chief causes of the sharp decline 
of Bank stock were a technical reaction 
to overtrading at Paris and to a lesser ex- 
tent at Madrid, conclusive evidence in 
the summer of 1785 that the Bank would 
be unable to cope with organizational 
and merchandising problems in handling 
the army and navy supplies, recognition 
that current earnings from specie exports 
could not survive the distribution of the 
wartime accumulation of American treas- 
ure, a general fall in security prices at 
Paris, and the highly effective attacks on 
the institution by Mirabeau.” Two other 


6: Simonde de Sismondi, Histoire des francais, 
XXX (Paris, 1844), 289-99; Léonce de Lavergne, 
Les Economistes francais du dix-huitiéme siécle 
(Paris, 1870), pp. 475-90; Marion, op. cit., 1, 364-71; 
Dictionnaire des institutions de la France aux xvii* et 
xviii® siécles (Paris, 1923), pp. 383-85; J.-B. Mon- 
thyon, Particularités et observations sur les ministres 
des finances de France les plus célébres depuis 1660 
jusq’en 1791 (Paris, 1812), pp. 295-96; Earl J. Ham- 
ilton, “Monetary Problems,” Journal of Economic 
History, IV, 31-35; Prince de Talleyrand, op. cit., I, 
72-80; Charles Alexandre de Calonne, Reguéle au 
roi (Paris, 1788), Part I, pp. 30-41; Part II, pp. 14- 
25, 29-30, 45-52; W. A. Shaw, The History of Cur- 
rency (London, 1895), pp. 171-72; Oscar de Vallée, 
Les Manieurs d'argent (sth ed.; Paris, 1858), pp. 
285-87. 

& On January 3, 1787, Valentin Foronda, a servile 
worshiper of Cabarris and a holder of 165 shares of 
Bank stock, complained that “the majority of the 
people who have read the work of Mirabeau and 
have not had the patience to read the reports the 
Bank has published look upon the Bank with hor- 
ror” (Cartas sobre el Banco, p. 61; Décimanovena 
junta general del Banco Nacional (Madrid, 1801), p. 
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factors accentuated the collapse: (1) a 
concerted raid by unscrupulous traders 
in Paris, who suddenly threw large blocks 
on the market to break the price, and (2) 
heavy sales by alert investors who real- 
ized earlier than the general public that 
the shares were unduly high. 


VI 

For the fiscal year ending November 
30, 1785, the directors reported gross 
profits of 49,777,835.3 reals and net earn- 
ings of 48,346,675.5 reals. Of the gross 
profits, 21,552,840 reals were derived 
from sales of stock above par; 11,883,- 
656.7 reals from specie exports; 7,063,- 
446.3 reals from the commission and in- 
terest claimed on army and navy sup- 
plies; 3,569,533.8 reals from interest on 
paper currency and dividends on stock; 
and 2,672,423.7 reals from discounts of 
domestic bills of exchange. After invest- 
ing 21,000,000 reals in 5,600 shares of the 
Philippine Company, the stockholders 
voted a dividend of 183 reals, or 9.18 per 
cent, on the 148,894 shares of stock out- 
standing.®* At least 398,000 reals of the 
dividend disbursement represented the 
“earnings” on sales of Bank stock above 
par, in reality a depletion of capital, and 
6,782,313; reals, the net paper “profit” 
from the commission and interest (which 
the directors persisted in claiming and 


7; Jean Bouchary, op. cit., Revue d’histoire économique 
et sociale, XXIV, 256 ff.). 

63 According to the directors, all 150,000 shares of 
stock had been sold; but, inasmuch as payment had 
not been received for 1,106 shares sold in the Indies, 
they were not eligible for the dividend (Quarta 
junta general, p. 136). 

The Bank published a list of correspondents in 
thirty-one Spanish cities and in Paris, Naples, and 
Amsterdam, who would pay the first dividend, with 
appropriate deductions for exchange; and sharehold- 
ers were also able to collect the second dividend 
through them. But to obviate misunderstandings 
and complaints over delays, in 1785 the directors 
decided to make dividends payable only at Madrid 
(Gaseta de Madrid, 11 de Noviembre, 1785, pp. 739- 
40; 2 de Enero, 1795, pp. 11-12). 


the treasury in disallowing) on army and 
navy supplies.** As the Bank was later 
forced to recognize, there was no profit, 
but a substantial loss, on the army and 
navy contracts. 

Exasperated by harping and incessant 
criticism, the directors requested the 
Crown, on September 27, 1785, to ap- 
point a committee to audit the accounts 
and investigate the management. Ex- 
pressing complete confidence in the di- 
rectors, the Government refused to in- 
vestigate. At the annual meeting, on De- 
cember 29, the stockholders “ rejected re- 
peated requests from the directors to 
elect a committee to examine the Bank 
and unanimously manifested their con- 
fidence and satisfaction.” 

The continuation in 1786 of abnormal 
earnings on specie exports, sustained by 
imports of 877,660,778 vellon reals of 
American treasure in 1785, the demon- 
stration of confidence in the management 
by the Crown and stockholders, and ac- 
tive trading in its own stock by the Bank 
restored most of the decline in the value 
of shares. From December, 1785, to May, 
1786, they rose from 2,350 to 2,500 reals 
at Madrid. At Paris they rose from 2,372 
reals in January, 1786, to 2,720 in April, 
and 2,800 in May. The quotations ranged 
from 2,580 to 2,700 reals in July; 2,580 
to 2,590 in August; 2,588 to 2,640 in 
September; and 2,640 to 2,650 in Octo- 
ber, the last month in 1786 for which 
quotations are available.© 


64 AGN, Reales cédulas, Vol. CXXXIII, No. 240, 
fol. 442; Quarta junta general, pp. 99-113, 136-30, 
Appens. I-IT. 


6s Gaseta de Madrid, 24 de Enero, 1786, pp. 61- 
63; AGN, Reales cédulas, Vol. CXXXIII, No. 240, 
fol. 450. 


6 Diario de Madrid, Julio—Octubre, 1786; AGN, 
Reales cédulas, Vol. CXXXIV, No. 54, fols. 103-4; 
Journal politique de Bruxelles, 20 Mai, 1786, pp. 
109-10; Jean Bouchary, op. cit., Revue d'histoire 
économique et sociale, XXIV, 249-54, 271. 
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Accusing grain dealers of posing as the 
Bank’s agents in order to fasten upon it 
the odium for their own hoarding and 
monopolizing, the directors announced 
on July 4, 1786, that they had imported 
enough wheat to last the armed forces 
until the 1787 harvest. Barley supplies 
were also adequate for several months. 
The Bank had suspended procurement 
for storage and announced that in the 
future it would purchase barley at Ma- 
drid, the point of greatest scarcity, “only 
in public warehouses, when the supply is 
ample and the price reasonable.’’*’ One 
year prior to this announcement of the 
importation of a full year’s supply of 
wheat for the army, navy, and militia— 
with obvious expectation of popular ap- 
proval—the Bank had courted public 
favor through a declaration that it 
would promote agriculture by buying 
Spanish! 

By the end of 1785 the paper currency, 
which the Bank had largely been de- 
signed to restore, had attained par every- 
where except at Cédiz; and in 1786-93 it 
commanded a premium over specie rang- 
ing from } of 1 per cent to 2 per cent.™ 
Officers and partisans claimed exclusive 
credit for the Bank, but actually its role 
was modest. It severely rationed redemp- 
tions at Madrid until the paper currency 
reached par. Instead of redeeming lim- 
ited amounts, the CAédiz branch either ac- 
cepted currency as collateral for ad- 
vances or bought it at the market value. 
The Bank made no effort to support the 
paper money anywhere except in Madrid 
and Cadiz. Only in 1785, when paper 


°7 Gazeta de Madrid, 4 de Julio, 1786, pp. 439-40. 


68 On January 3, 1787, Valentin Foronda reported 
(Cartas sobre el Banco, pp. 80-81) that paper money 
was at a discount in Vizcaya, a region he knew thor- 
oughly; but I have found no other evidence of the 
circulation of paper currency below par at any time 
or place. 


money poured into the Bank’s coffers for 
stock, did it hold a significant quantity; 
and the directors promptly disposed of 
the greater part, thus exerting downward 
pressure on the quotation. The paper cur- 
rency regained at least three-quarters of 
its depreciation before the Bank opened 
its doors. Since the maximum discount 
occurred several weeks after the institu- 
tion was chartered, anticipation of its in- 
tervention was hardly a crucial stimu- 
lant of recovery. Peace with Great Brit- 
ain in 1783, ending inflationary war fi- 
nancing; the colossal imports of Ameri- 
can treasure in 1784-85; the retirement 
of 1,000,200 pesos of paper money from 
circulation in June, 1785; and the punc- 
tual payment of the annual interest out- 
weighed everything the Bank did.” 

At the fifth annual meeting of stock- 
holders, on December 18, 1786, the di- 
rectors reported gross profits of 22,278,- 
842.5 reals and net profits of 20,475,095 
reals. Of the gross earnings, specie ex- 
ports accounted for 10,234,299.7 reals, or 
almost half; the earnings of the Cadiz 
branch for 4,007,960.6 reals (8 per cent 
on its capital); the interest claimed, but 
unrealized, on advances for provisions for 
2,386,805.5 reals; and the purchase and 
sale of its own stock for 1,616,210.6 reals. 
After donating 0.44 of a real per share to 
the Hospital General and the Hospital de 
la Pasién at Madrid to assist them in al- 
leviating the severe pestilence that began 
near the end of the year, the stockholders 
voted a dividend of 140 reals, or 7 per 

6 Fritz Rithe, Das Geldwesen Spaniens seit dem 
Jahre 1772 (Strasbourg, 1912), p. 53; Archivo gener- 
al de Simancas, Secretaria de hacienda, Legs. 358- 
59; AMH, Negociado 130, Leg. 1, Atado 2; Quarta 
junta general, p. 105; Séplima junta general, ‘‘Me- 
moria de la comisién,” Table 2; Décima junta general 
del Banco Nacional (Madrid, 1792), p. 165; Foronda, 
Cartas sobre el Banco, pp. 17-20, 43-44, 79-81; Ferrer 
del Rio, op. cit., IV, 145; Joseph Alonso Ortiz, En- 
sayo econémico sobre el sistema de la moneda-papel 
(Madrid, 1796), pp. 173-75, 208-9. 
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cent, on the 145,777 shares outstanding.”° 
Since 148,894 shares received the previ- 
ous dividend, the Bank had increased its 
holding of stock by 3,117 shares during 
the course of the year. 

The Five Major Guilds were paying 
only 3 per cent on time deposits, and 
Count Campomanes had feared, six years 
earlier, that the 4 per cent interest on pa- 
per money would drain funds from pro- 
ductive enterprise. Nevertheless, the 
stockholders voted on December 18, 
1786, to raise the discount rate to 5 per 
cent at Madrid and 6 per cent at Cadiz. 
At the same time they requested the 
Crown to extend for another year the 
limit of 500 reals per share on stock loans. 
Owing to the large mass of ill-will gen- 
erated among businessmen by the pre- 
ferred position of the Bank against debt- 
ors (real accién hipotecaria) on bills of ex- 
change, the stockholders urged the 
Crown to revoke the concession. The 
Bank changed from a fiscal year begin- 
ning on December 1 to a calendar year, 
putting thirteen months in 1787; and the 
stockholders shifted the annual meeting 
to July. On December 22 the Govern- 
ment approved all these policies except 
the revocation of the preferred status 
against drawers, acceptors, and endors- 
ers of bills of exchange, upon which ac- 
tion was deferred. After consulting the 
Privy Council (Junta Suprema de Es- 
tado), on July 1, 1788, Charles IV denied 
this request.” 

Since the days of William Paterson 
and John Law, the charters of national 

1° Gasela de Madrid, 16 de Enero, 1787, pp. 42- 
44; Santillan, op. cit., I, 28; Joseph Townsend, A 
Journey through Spain in the Years 1786 and 1787 
(ad ed.; London, 1792), II, 208—11. 

™ Eugenio Larruga, Memorias politicas y econé- 
micas sobre los frutos, comercio, fabricas y minas de 
Espafia, I (Madrid, 1787), 222-23; Sudrez, op. cit., 
II, 242-44; Count Campomanes, Carias polttico- 
econémicas, ed. Antonio Rodriguez Villa (Madrid, 
1878 ed.), pp. 151-52. 


banks had specifically excluded them 
from marine insurance; but, in estab- 
lishing the Bank of Spain, Cabarrds 
carefully avoided this inhibition. In a 
letter of August 24, 1786, Valentin Fo- 
ronda urged the directors to plunge deep- 
ly into this field. Owing to his wealth, 
large holding of Bank stock, friendship 
with Cabarrds, and skill in marshaling 
his ideas, his fantastic scheme received 
sympathetic attention. Numerous ma- 
rine insurance companies in London and 
Amsterdam had amassed capital ranging 
from twelve to five hundred times the 
original investment; and the gigantic re- 
sources of the Bank would give it a better 
opportunity to prosper than any insur- 
ance company had ever enjoyed. Owing 
to its great strength, the owners of ves- 
sels and cargoes would no longer find it 
necessary .to spread their insurance 
among several firms. The security offered 
by the Bank’s incomparable assets would 
not only enable it to take over all the 
business of the Spanish companies, of 
which there were thirty-eight at Cédiz 
alone, but to insure half the vessels and 
cargoes of all Europe.” All this could be 
done without knowing how to sell or ad- 
minister marine insurance and without 
encountering price competition. Foronda 
estimated the average losses at one- 
fourth of the premium income and de- 
ducted only $ of 1 per cent of the gross 
profit for the total cost of operation. The 
net return would be 7,462,500 vellon 
pesos a year, or 37 per cent on the Bank’s 
entire capital! In response to the letter of 
Foronda and to a strong appeal from 

7 In spite of his wide European travel, Foronda 
apparently failed to consider that the Bank of Eng- 
land had almost four times as much capital as the 
Bank of Spain and that the British Government 
could be expected either to open marine insurance 
to the Bank of England if the business were drifting 
abroad in quest of greater financial strength than the 


marine insurance companies could provide or to 
charter a single company with adequate capital. 
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Cabarris, the stockholders voted, on 
December 18, 1786, to search for this El 
Dorado through the Cadiz branch. The 
Crown readily approved the innovation. 
Owing to the large number of marine in- 
surance companies chartered in Spain 
about this time and to the political in- 
stability of western Europe, the conjunc- 
ture proved extremely unfavorable.’ 

In partial recompense for his financial 
services, Cabarris petitioned the Crown 
as early as November 23, 1781, for a title 
of nobility; but apparently the request 
received neither ministerial support nor 
royal consideration. A committee elected 
by the stockholders at the annual meet- 
ing on December 18, 1786, to seek na- 
tional recognition for his financial 


achievements and compensation for the 
“unwarranted calumny” he had suffered, 
renewed the petition for a title of nobil- 


73 Foronda, Cartas sobre el Banco, pp. 24-36, 83, 
87-90; Gazeta de Madrid, 28 de Marzo, 1783, p. 288, 
9 de Mayo, 1783, pp. 409-10, 14 de Octubre, 1783, 
p. 868, 26 de Abril, 1785, pp. 261-62, 5 de Febrero, 
1788, pp. 87-88, 12 de Junio, 1789, p. 411. 


ity. The Bank was requested to sell him 
as many as 3,000 shares of stock at the 
“intrinsic value of 2,140 reals” (par value 
plus the investment in Philippine stock 
at cost) to endow the title.”* On Decem- 
ber 23, 1786, the directors endorsed the 
petition for a title: and in a letter to 
Count Floridablanca the next day Count 
Altamira, the senior director, strongly 
recommended Cabarris for this honor. 
But hatred of the foreign-born projector 
among businessmen and courtiers de- 
feated all efforts in his behalf.’ 


NORTHWESTERN UNIVERSITY 


[To be concluded in the A pril issue] 


7 Shares had brought 2,640—2,650 reals in Octo- 
ber, the last month of the year for which quotations 
are available, and had ranged from 2,580 to 2,700 
in July-September. The sale of 3,000 shares at 2,140 
would have meant a gift from the Bank to Cabarrés 
of not far from 1,500,000 reals, the equivalent of 
thirty years’ salary for a branch director who gave 
full time to the Bank, in addition to compensation 
for his services as a promoter at the rate he had stip- 
ulated in his project. 

7s AHN, Estado, Leg. 3196; Gazeta de Madrid, 16 
de Enero, 1787, pp. 42-43, 23 de Marzo, 1787, pp. 
198-99. 





THE SCHOLASTIC REVIVAL: THE ECONOMICS OF HEINRICH PESCH 


ABRAM L. HARRIS 


last twenty-five years have wit- 

nessed the gradual revival of scho- 
lastic-canonist teaching as a move- 

ment which seeks to supply the ideals for 
social change and to determine its direc- 
tion.’ The movement stems from the 
nineteenth-century propagation of Cath- 
olic ideals of social reform by Baron Wil- 
helm Emanuel von Ketteler, archbishop 
of Mainz, Count Albert de Mun in 
France, Gaspard Decurtins in Switzer- 
land, and Rudolph Meyer and Baron 
Karl von Vogelsang in Austria,’ and also 
from various Encyclical Letters of the 
papacy, particularly three by Pope Leo 
XIII: The Study of Scholastic Philosophy 
(1879), Human Liberty (1888), and The 
Condition of the Working Class (1891). 
The revival is currently expressed in an 
apparently growing literature in which 
the solutions offered for the joint prob- 
lems of economic organization and social 
discontent are premised upon the ethics 
and philosophy of Thomas Aquinas. 

*See Johannes Baptist Kraus, Scholastik, Puri- 
tanismus und Kapitalismus (Miinchen and Leipzig, 
1930); Carl Brinkmann, “‘The Present Situation in 
German Sociology,” Proceedings of the American 
Sociological Society, XXI (1926), 47; Modern 
Schoolman, particularly Vols. X-XII (May, 1934), 
59, for Erich Przywara’s article on Edmund Husserl; 
Eugene von Philippovich, “The Infusion of Socio- 
political Ideas into the Literature of German 
Economics,” American Journal of Sociology, XVIII 
(1912-13), 145; J. S. Barnes, The Universal Aspects 
of Fascism (London, 1928); and Mario Bendiscioli, 
“Der Katholizismus als Bildungsmacht in Italien 
der Nachkriegszeit” in Bildungskrafte in Katholizis- 
mus der Welt, ed. Friedrich Schneider (Freiburg, 
1936). 

*See Francesco Nitti, Catholic Socialism (Lon- 
don, 1908); Georgiana Putnam McEntee, The 
Social Catholic Movement in Great Britain (New 
York, 1927); and Raymund de Waha, Die National- 
bkonomie in Frankreich (Stuttgart, 1910). 


Among the contributors to this literature 
are Pope Pius XI,’ Jacques Maritain,‘ 
Hans Meyer,’ Wilhelm Schwer,® Oswald 
von Nell-Breuning,? John A. Ryan,* 
Goetz Briefs,? and Bernard W. Demp- 
sey.”° 

As an ideology which seeks to estab- 
lish the universal validity of new values 
and outlooks upon social life, neo-scho- 
lasticism is motivated by discontent with 
a competitive or market organization of 
economy. The discontent is engendered 
by three more or less related assumptions 
or beliefs: (1) that the market is an in- 
adequate means for evaluating and re- 
warding productive contributions; (2) 
that in a system of individualistic volun- 
tary exchanges human beings are treated 
as commodities; and (3) that the two sets 
of circumstances are destructive of the 
personal dignity (personality) of the hu- 
man being. As a solution for modern dis- 

3The Encyclical Letters: Quadragesimo Anno 


(1931), On the Feast of Corpus Christi (1929), and 
On Catholic Action (1931). 

4 Scholasticism and Politics (New York, 1940); 
and The Rights of Man and Natural Law (New York, 
1943). 

5’ The Philosophy of St. Thomas Aquinas (St. 
Louis, 1945). 

6 Catholic Social Theory (St. Louis, 1940). 

7The Reorganization of Social Economy (New 
York and Milwaukee, 1936). 

® Distributive Justice (New York, 1916); A Better 
Economic Order (New York, 1935); and The Consti- 
tution and Catholic Industrial Teaching (New York, 
1937). 

9 The Proletariat (New York, 1937). 

7“Tust Price in a Functional Economy,” 
American Economic Review, XXV (1935), 471-86. 
Dempsey’s Interest and Usury (Washington, 1943) 
should probably also be listed, but it came to the 
writer’s attention too late to be examined in con- 
nection with the present paper. 
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content, neo-scholastic thinkers propose 
a reorganization of economy along cor- 
porate lines in an “‘organic’’ society, as 
contrasted with one conceived mechani- 
cally or atomistically. In a corporate 
economy, individuals are to be articu- 
lated according to their vocations and 
functions as parts of an organic whole. 
Such an economy, it is assumed, will as- 
sure a “just” distribution of incomes and 
bring about a redistribution of ‘‘ power” 
in connection with the decision-making 
function in industry. This function, now 
the exclusive concern of enterprisers, is to 
be shared with the representatives of la- 
bor interests, with the state acting as a 
sort of arbiter. 

In the United States the neo-scholastic 
revival has only recently become evident, 
but the intellectual adherents to the 
movement seem to be steadily increasing. 
However, the present significance of the 
movement in this country appears to be 
mainly in the nature of a reform program 
calling for the establishment of a cor- 
porate economy. The program has for its 
exponents such figures as Monsignor 
Francis J. Haas and is currently advo- 
cated by the Wage Earner," published by 
the Association of Catholic Trade Un- 
ionists. As explained by Monsignor Haas, 
the program would bring about a form of 
industrial organization in which 
employers, workers, professional persons—all 
would be organized. They would elect repre- 
sentatives from their respective Industry or 
Profession to deal for them, and these repre- 
sentatives with government representatives 
assisting and guiding them, but not dictating to 
them, would in actual practice operate the In- 
dustry or Profession. Thus the direction of the 
system would be tripartite. The representatives 
would be from three groups—management, 
workers and government.” 


™ See numerous articles by Paul Weber on “The 
Reconstruction of Organic Society.” 


"™ Wage Earner (Detroit), February 8, 1944. 


There is more than a faint resemblance 
between this proposed mode of industrial 
control and the idea of “‘union-manage- 
ment co-operation” which is being advo- 
cated by Philip Murray, among other 
American labor leaders." 

Like Marxism, its rival ideology, neo- 
scholasticism represents a trend away 
from libertarian-individualism both as a 
politico-ethical creed and as a form of so- 
cial and economic organization. Yet it 
professes to be democratic, just as Marx- 
ism does. But neither can be so construed 
except in some sense wholly at variance 
with a libertarian meaning of terms. 
If Marxismis thought tobe a threat to the 
ideals of freedom and of economic organi- 
zation as viewed by libertarian stand- 
ards, then it must at least be said that 
neo-scholasticism raises serious issues re- 
specting the future of these ideals. Be- 
cause of this, the present paper proposes 
to examine the work of a man who par- 
ticularly symbolizes the revival of scho- 
lastic teachings in the economic field. 
That man is Heinrich Pesch. 

Pesch was born in Cologne, September 
17, 1854, and died at Valkenburg in 1926. 
He studied law and the social sciences at 
the University of Bonn from 1872 to 1875 
and joined the Society of Jesus in 1876. 
From 1go1 to 1903 he studied economics 
under Adolph Wagner who, in addition 
to being a professor at the University of 
Berlin, was a leader in the German Chris- 
tian Socialist movement. The work of 
Pesch reveals the influence, among oth- 
ers, of Haffner, who was a pioneer of so- 
cial Catholicism in Germany and who 
succeeded Von Ketteler as Bishop of 
Mainz; also that of Karl von Vogelsang, 


"3See Morris L. Cooke and Philip Murray, 
Organized Labor and Production (New York, 1940); 
and also Clinton S. Golden and Harold J. Rutten- 
berg, The Dynamics of Industrial Democracy (New 
York and London, 1942), esp. chap. xi and Appendix. 
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and of Theodor Meyer, the legal philoso- 
pher of the Jesuit Order." 

Among economists in this country, 
Pesch does not appear to be known.’ But 
according to one estimate, he is “the only 
systematic Catholic writer whose work 
has received recognition as a scientific 
achievement from the general economic 
world.” In Othmar Spann’s view, he 
“penned the most comprehensive treatise 
ever produced in the German lan- 
guage.’”? The author of this essay does 
not subscribe to either of these glowing 
tributes. In his opinion, Pesch’s eco- 
nomic views are more confusing than en- 
lightening. Nowhere in his Lehrbuch der 
Nationalékonomie, comprising five pon- 
derous tomes, does he exhibit any under- 
standing of economics as a formal or ab- 
stract discipline. His chief concern was 
social reform designed to change the 
capitalistic economic structure and pol- 
icies along lines sanctioned by Catholic 
canons of social morality and theology. 
His approach to problems of socio-eco- 
nomic organization is a variety of “‘insti- 
tutionalism” whose underlying postu- 
lates and preconceptions are derived 
from a refurbished economic ethics of 
the high Middle Ages. 

In an exhaustive account, Pesch’s 
views should be considered in connection 


See Nell-Breuning, op. cit., p. 5; Franz 
Reder, “Die Grundlagen der Wirtschaftstheorie 
Heinrich Pesch,” Jahrbiicher fiir Nationalékonomie 
und Statistik, LXXIV (3d ser., 1938), 747-60; and 
Franz Mueller, Heinrich Pesch and His Theory 
of Christian Solidarism (“Aquin Papers,” No. 7 
[St. Paul, Minn.: College of St. Thomas, 1941)), 
Pp. 10. 

*S His major publications are Die sozial Beféhi- 
gung der Kirche (Berlin, 1898); Liberalismus, 
Sosialismus und Christliche Gesellschaftsordnung 
(2 vols.; Freiburg, 1896); Ethik und Volkswirtschafit 
(Freiburg, 1918); and Lehrbuch der Nationalikono- 
mie (5 vols.; Freiburg, 1905--23). 


*6 Nell-Breuning, op. cit., p. 5. 


11 The History of Economics (New York, 1930), 
p. 277. 


with their bearing upon: (1) the produc- 
tion process from the standpoint of value 
and economy; (2) the doctrine of “soli- 
darity”’ in relation to(a) the Catholic uni- 
versal order of society and (6) the reor- 
ganization of society on the basis of cor- 
porations and estates; (3) the libertarian 
and universalist conceptions of the in- 
dividual and the group; and (4) Catholic 
universalism, the corporate economy, 
and fascism. In the present paper, 
Pesch’s ideas are considered only in re- 
lation to the first of these general topics. 


THE PRODUCTION PROCESS: ECONOMY 
AND VALUE 


According to Pesch, economics as a 
scientific discipline deals with the prob- 
lems of national economy (Volkswirt- 
schaft) as distinguished from private 
economy (Privatwirischaft). He makes 
this distinction on the assumption that 
the ruling norms of the two types of 
economy are different. Private economy, 
he contends, is ruled by “subjective pur- 
pose,” that is, by the desires and motives 
of individuals as economic agents. Na- 
tional economy is governed by an “ob- 
jective purpose” imposed by the “nat- 
ural” necessity of men living together in 
a political community or in social organi- 
zation. The word “natural,” as used in 
the context, denotes a condition inde- 
pendent of human volition or one fore- 
ordained by God (“natural law”’ in the 
traditional Catholic meaning). This “‘ob- 
jective purpose,” as defined by Pesch, 
consists of supplying “the material needs 
of the community.” Thus, in his defini- 
tion, economics is a study of organiza- 
tions and institutions for the promotion 
of the material commonweal or “the tem- 
poral material welfare of the nation as a 
whole.””* 

*8 Pesch, Lehrbuch der Nationalikonomie, I, 403. 


Unless otherwise indicated all references are to this 
work of Pesch. 
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The distinction that Pesch makes be- 
tween national economy and private 
economy is a controlling consideration 
in his thinking on the economic process 
and its joint problems of economy and 
value. In taking material welfare as the 
end or purpose of national economy and 
thus the formal object of economic study, 
Pesch rejects the idea that the main 
problems of the science revolve around 
the principle of economy. His statement 
of this principle contains a variety of im- 
plications, some of which are partly cor- 
rect, while others are confused, wholly 
false, or so vague as to be meaningless. 
In some places he uses the principle to 
mean “material interest,’ as when he 
states that “in no case is the economic 
principle as such to be taken as an abso- 
lute guide, the only or highest norm, be- 
cause the simple material use... . can 
never be the supreme law of human rela- 
tions” (I, 35). In other places he refers 
to it as ‘ways and means by which the 
individual members of society can be- 
come rich with the least effort and cost” 
(I, 405-6). At times, though, he renders 
the idea of economy in the more appro- 
priate and approximately correct form of 
“purposeful selection of means to ends” 
(Zwecksmdssigkeit) or “rational husband- 
ing of resources” (verniinftige Sparsam- 
keit) (I, 403). But in no place does he 
completely grasp the notion of economy 
in its correct meaning of a rational alloca- 
tion of scarce resources, which consti- 
tute a system of means for the satisfac- 
tion of wants, the latter being organized 
into a system of ends. Even when he 
states the principle in an approximately 
correct form, he insists that it is of pri- 
mary concern only in the field of private 
economy. He states: 

One may at all times look upon the economic 
principle as the formal object of analysis within 


the domain of private economic theory 
But taken by itself it involves a complete dis- 


regard of the differences between private and 
national economy [I, 405-6] The end of 
private economy is profitable return or gain 
which must be brought into harmony with 
objective purpose. Only thus can the pursuit of 
gain be the regulating principle of production 
without damage to the national economy 
[I, 320]. 

It is true, of course, that he states that 
“all whereby the rational relation be- 
tween means and ends, between expendi- 
ture and results .. . . is not guaranteed, 
damages the national welfare, because 
the failure to maintain this relationship 
causes the waste of powers and goods”’ 
(I, 457). But he also insists that “the eco- 
nomic principle must be subordinated to 
the national principle” (I, 406). 

It is not simply a question of defective 
or wrong formulation of principle that is 
to be noted in Pesch’s view of economy— 
it is also one of failure to comprehend the 
necessary relationship between economy 
and value. In the perspective of abstract 
economics based on utilitarian premises, 
the main points to be noted in this rela- 
tionship are: (1) the sacrifice of alterna- 
tives imposed by the nature of choice it- 
self as well as by the limitation of re- 
sources (means); (2) the selection or 
choice of means and also of ends; and 
(3) the evaluation of both means and 
ends. From this viewpoint, economy is 
effected by the rational (purposeful) ac- 
tions of individuals in the pursuit of 
their ends within a system of private 
economies interrelated through exchange. 
These private economies organized 
around theoretically perfect markets 
make up a system of social economy, “a 
mechanical system of Crusoe econo- 
mies,’”*® which under certain conditions 
may be taken as identical with national 
economy. In this system, value as ex- 
pressed in price, while objective to the 

#9 Frank H. Knight, Risk, Uncertainty, and Profit 


(reprint by London School of Economics and Politi- 
cal Science) (London, 1940), p. xii. 
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individual at any given time, is ultimate- 
ly the effect of individual choices and 
evaluations taken together and expressed 
through the familiar mechanism of sup- 
ply and demand. The process is viewed 
differently or, perhaps, indifferently, by 
Pesch. 

In his universalistic, as opposed to a 
utilitarian or naturalistic, conception, 
national or social economy is an organic 
rather than a mechanical system and is 
under no condition to be thought of as a 
mere summation of the individual parts 
or the private economies. National econ- 
omy, though subordinate to society, the 
larger organic whole, is a partial whole, 
in which the individuals and their private 
economies are articulated as parts or 
members. Thus rational or purposive ac- 
tion does not consist of maximizing util- 
ity within the sphere of private economy, 
as would be assumed on the basis of 
utilitarian premises. It rather consists in 
the choice of ends and the application of 
means in such a way as to bring about 
the natural (foreordained) harmony be- 
tween the subjective purpose of private 
economies and the “objective” end of na- 
tional economy. This “objective” end 
consists of the national welfare and is 
served by a hierarchy of goods. Each 
good in the hierarchy possesses a rank 
relative to its importance or significance 
in the satisfaction of human wants. In 
Pesch’s understanding, value as a con- 
cept denotes the rank of significance of 
goods within the hierarchy. It is a given 
or “objective” relation independent of 
human volition and choice within private 
economies. Individual choice and evalu- 
ations only confirm this pre-existent ob- 
jective value. Concrete evaluation by in- 
dividuals, Pesch states, is “‘a judgment of 
recognition,—a judgment that does not 
create value but rather confirms the fact 
that value already existed. The thing was 


valuable before the human mind ex- 
pressed its opinion” (I, 20). “Supply and 
demand are able to bring about such a 
fixing of value which at most corresponds 
to the objective basis of its determina- 
tion” (I, 47). 

The idea of objective value as found 
in Pesch and other exponents of scho- 
lastic doctrines” is not to be confused 
with the view of conventional economics, 
according to which prices at any given 
time are the result of antecedent ap- 
praisals of individuals and are, accord- 
ingly, economic data to which the eco- 
nomic agents must adjust their individ- 
ual behavior in the present. Objective 
value, as understood by Pesch, denotes 
“‘a property grounded in the thing which 
is not wholly surrendered to the choice of 
man and which one has to look upon as 
something given in the process of ex- 
change” (I, 20). This idea of value rests 
upon scholastic premises of which some 
note should be taken before the implica- 
tions of the idea are further explored. 

The scholastic premises which serve 
as the basis of Pesch’s objective value 
theory were given systematic refinement 
by St. Thomas in his ontology of uni- 
versals and particulars. The central point 
in St. Thomas’ theory of knowledge is 
empirical reality or an objective order of 
being. “‘This objectively given . . . . con- 
crete being or reality is no mere chaos of 
phenomena but rather, as soon as the 
thing as such becomes recognized, an 
organized noumenal realm, in which par- 
ticular things or parts are fixed in firm, 
natural, and stable relations to each 
other.’’** What, then, is the objective 
condition whereby the relation between 
things is fixed in the order of being? It is 


2° See Dempsey, of. cit. 

*t Johannes Haessle, Das Arbeitethos der Kirche 
nach Thomas von Aquin und Leo XIII iiber den 
Wirtschaftsgeist des Katholisismus (Freiburg, 1923), 
pp. 10-11. 
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the content or amount of being (signifi- 
cance in the realization of purpose or 
end) which particular things possess in- 
trinsically as representatives of their 
species. Thus Thomas reasons that the 
different kinds of being must be articu- 
lated into a hierarchical order according 
to their significance or amount of being. 
The material order or rank comes to be 
the formal order of rational preference or 
choice. Which is to say that, primarily, 
value is conditioned objectively, but, 
secondarily, it is, of course, subjectively 
perceivable. But “subjectivity finds its 
limits determined on all sides by objec- 
tive being.” Value, conceived in this 
so-called objective sense, is a relation- 
ship involving the “ideal intrinsic import 
of objects” (der idealle Sachgehalt), which 
“is given by objective reality.’* It is not 
a mere state of mind but a function of 
things. Things take on value by virtue 
of the fact that they are conceived by an 
intellect as bearers of value (Wertirdger). 

It is from the foregoing conceptions 
that Pesch derives the proposition that 
both wants and goods in their universal 
meaning are objective economic data. On 
the basis of this proposition he erects his 
doctrine of objective economic value and 
attempts to translate it into exchange 
value or price. ‘‘ Human want,” he states, 
“is something subjective only in so far 
as it is formed differently according to in- 
dividual relations But it is not 
merely subjective in so far as it is a ques- 
tion of the objective necessity of goods 
for human life” (V, 78). From this stand- 
point, want is an objective or universal 
fact which manifests itself in wide di- 
versity among individuals according to 
their particular needs. The objective 
character of want is paralleled by that of 
goods. Pesch observes: 


™ Tbid., p. 18. 
%3 Tbid. 


It is evident that the mere relation to choice, 
the capacity of an object to excite our desire 
and our striving, is still not sufficient for a fully 
scientific comprehension of “Good.” Above 
this, there must be considered the basis for that 
disposition to strive which is found in objective 
Being, in the properties of the thing being con- 
sidered which enable it to be perfect, that is, 
in some manner or other to guarantee a satis- 
faction or to bestow a completion [I, 19]. 


Value, in this umiversal sense, is thus a 
relation between an objective scale of 
wants, on the one hand, and the objec- 
tive capacity of goods to satisfy wants, 
on the other. In Pesch’s words, it is “the 
capacity or worthiness of an object to be 
esteemed because of its objective proper- 
ties or perfectness corresponding to an 
ideal, a purpose, and so forth... .” (I, 
21). “The value concept comprehends 
the objective perfection of the thing in 
question, that is, in its objective relation 
to an idea, or an end The work of 
art is valuable, because and insofar as it 
corresponds to the artistic ideal” (I, 20). 

It would be a mistake to identify 
Pesch’s objective value as intrinsic value, 
although his words frequently would lead 
one to do so. While contending that 
“value ‘in abstracto’....is the capac- 
ity or worthiness of an object to be es- 
teemed on account of its objective prop- 
erties corresponding to an ideal” (V, 13), 
he insists that objective value is not an 
absolute property like weight or length. 
Objective worth, he goes on to state, 
changes with economic and social condi- 
tions. “If, for example, other objects 
which possess the esteemed properties 
and in a higher degree make their appear- 
ance, the first object will normally be 
valued much less because of its now less- 
ened necessity or significance for achiev- 
ing a definite end and because in fact it is 
plainly and objectively less valuable” (I, 
21). But underlying the changing char- 
acter of goods is the determination of 
their content and purpose by society as 
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a whole. Objective value thus results 
from social evaluation and is at any time 
a given, resting on social usage. How is 
this objective value translated into ex- 
change value? 

Pesch tells us that “the economic val- 
ue of economic goods rests upon two in- 
terrelated properties: (1) the utility of 
the goods in question, the objective 
properties, which make the thing appro- 
priate for the satisfaction of economic 
needs; and (2) the scarcity of the goods, 
or the relative limitation of their sup- 
ply” (V, 13). Exchange value is then de- 
fined by him as the economic value of 
goods, which as “‘fungible value” is deter- 
mined and measured by social esteem. In 
other words, exchange value, as he sees 
it, expresses the “quantitative relation- 
ship” which exists at any given time be- 
tween economic goods. But this relation- 
ship presupposes, he states, “‘an actual 
comparison,” “an actual evaluation,” 
which has been established socially. 
Hence, exchange value is said “to depend 
directly on the social or general esteem 
within society, the aestimatio communis”’ 
(I, 44-45). But how social esteem deter- 
mines exchange value, conceptually or 
concretely, or how, indeed, the aestimatio 
communis is itself determined, is never 
really explained. He only tells us: 

With respect to goods, for which there exist 
normal exchange relations in a wide circle of 
persons, there thus develops by virtue of ex- 
perience within this circle 2 value-judgment 
which brings to expression the actually recog- 
nized and, accordingly, generally valid value for 
these persons and economies. This general 
validity is demonstrated in its normal applica- 
tion in exchange [V, 16]. 


It is undoubtedly true that exchange 
value is in some remote manner influ- 
enced by general esteem, into which 
aesthetic and moral considerations enter. 
Still it is difficult to conceive of exchange 
value except in terms of individual 


choices or utility preferences, of which 
price is a function. And while the choices 
made or preferences expressed have un- 
doubtedly been influenced by a variety 
of social influences, past and present, 
an investigation of these influences would 
handicap rather than facilitate an ex- 
planation of a market determination of 
price or value. But a determination of 
exchange value on the basis of individual 
choice runs counter, of course, to Pesch’s 
teleological postulates, of which we shall 
speak later. What he attempts to estab- 
lish is the idea of an exchange value 
which “‘is realized by an ‘aestimatio com- 
munis’ as ‘common value’ ” and, accord- 
ingly, as “‘an objective magnitude” inde- 
pendent of individual evaluations. He 
does, however, pay lip-service to the 
role of utility, which he erroneously 
identifies as “individual use-value” and 
sometimes simply as “individual value.” 

“Individual use-value,” he says, “‘mo- 
tivates the act of exchange,” although 
exchange value “detaches value from its 
purely individual use-value limitations” 
(V, 17). And he notes further that “ with- 
in the limits imposed [by exchange val- 
ue], the subjective evaluation of the eco- 
nomic agents is able to exercise its effect 
for the measurement of exchange-value 
in individual cases” (V, 18). But these 
crude and uncertain concessions to the 
utility idea really come to nothing; for, 
after all, Pesch’s thinking is controlled 
by the notion of a socially determined 
exchange value to which individual value 
judgments adjust themselves (V, 16). He 
contends that “the danger underlying 
the subjective approach [meaning, evi- 
dently, the marginal-utility approach] is 
that of explaining value individualisti- 
cally. Insofar as market exchange comes 
into question, it is a matter of social fac- 
tors: social need . . . . social evaluation” 
(V, 73). And it would seem that this so- 
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cially determined exchange value is di- 
vinely created. 

The theory of objective value as set 
forth by Pesch and scholastic thinkers 
generally is but the obverse of the doc- 
trine of “just” price and distribution. 
This becomes clear by an examination of 
Pesch’s view of cost in relation to the 
“principle of covering needs” (das Be- 
darfsdeckungsprinzip) and the “principle 
of equivalence” (das Aquivalenzprinzip). 


JUST DISTRIBUTION: “‘DAS BEDARFS- 
DECKUNGSPRINZIP”’ AND “DAS 
AQUIVALENZPRINZIP” 


While, in Pesch’s view, price is a func- 
tion of social need, cost of production 
fixes the limit “‘to which [producers] can 
go with their price demands and toward 
which the price may continually sink” 
(V, 34). Thus cost does not determine 
exchange value but rather “influences, 
from the outside, one of the factors de- 
termining it, namely, the size of the sup- 
ply” (ébid.). The idea of alternative or 
opportunity costs does not appear in his 
discussion. To Pesch, cost means the fi- 
nancial expenditure of the producer plus 
the expense of personal effort or labor, 
the latter being broadly defined to in- 
clude nonphysical as well as physical 
types of productive exertion. Price, then, 
is a reimbursement (Wiedervergeltung) of 
“cost and labor.” But if the repayment is 
more or less than is required to equalize 
values given and received in exchange, 
that is, to establish the “equivalence be- 
tween performance and counterperform- 
ance” (das Aquivalenzprinsip), the situa- 
tion involves “exploitation” or “usury.” 
But Pesch’s formulation of the doctrine 
of just economic relations does not rest 
exclusively on the “equivalence princi- 
ple.” It is also supported by the related 
“principle of covering needs” (das Be- 


darfsdeckungsprinzip) of the economic 
agents considered as functional groups. 

One type of need is connected with the 
maintenance of the economic agents as 
such (Wirtschaftsbedarf). The other type 
(Unterhalisbedarf) relates to the main- 
tenance of the livelihood of the human 
agents. Wirtschaftsbedarf is used by Pesch 
to refer to the “need” of producers to re- 
cover their total monetary outlays plus 
an amount for reserves. The other type of 
“need” is connected with the mainte- 
nance of livelihood and is classified by 
Pesch as “‘actual,”’ “necessary,” or as 
commensurate with the maintenance of 
one’s estate or station in life (IV, 32). It 
is this last type of livelihood “need” 
(standesgemisser Bedarf) which appears 
to be really crucial for scholastic price 
and distribution doctrines. This type of 
“need,” Pesch states, in the words of 
Sombart, “ ‘is not determined by the 
will of the individual but has in the 
course of time assumed a definite type 
and magnitude and [though subject to 
future changes] is looked upon at any 
given time as established within particu- 
lar groups’”’ (ibid.). The doctrine may 
accordingly be restated as follows: Prices 
and distributive shares are “just”? when 
the rewards to the economic agents or 
the costs of their continued performance, 
due allowance being made for reserves, 
are neither more nor less than what is re- 
quired to furnish the agents with a liveli- 
hood commensurate with their station in 
society (mit dem standesgemiissen Lebens- 
unterhalt). 

The “principle of covering needs” has 
its roots in medieval economic ethics, and 
Pesch looks upon the principle as a means 
of reforming present economic relations 
in the medieval spirit of “social solidar- 
ity.”” However, he does not think, as does 
Sombart, that the striving for gain (das 
Erwerbsprinzip) is necessarily excluded 
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in an economy regulated by the “needs” 
principle (Bedarfsdeckung). It is not gain 
as such, but unlimited acquisition, that is 
excluded. He states: 

Hitherto, the absolute profit principle, with 
unlimited striving for gain, dominated “‘dis- 
tribution” and led only too often to the ex- 
cesses of private egoism. ... . Still it does not 
follow that when the principle of satisfying 
needs supersedes the principle of unlimited 
striving for gain the motive of private gain will 
necessarily be excluded. It will, however, no 
longer constitute the highest norm, for it will 
be subordinated to the ends of national econo- 
my. The distribution will cease to be simply a 
problem of private economy... .. Under the 
rule of the principle of satisfying needs the 
worker as well as the entrepreneur will be 
guaranteed maintenance appropriate to his 
estate. The accumulation of wealth no longer 
merely enriches the employer; it is rather the 
necessary means for carrying on and perfecting 
production and thus exists to serve the general 
satisfaction of needs of the whole nation [V, 


558]. 


The ambiguousness of the principles of 
“need” and of “equivalence” as a basis 
for a theory of distribution becomes ap- 
parent as soon as one attempts to apply 
them to the particular shares of produc- 
tive agents. We begin with wages. Labor 
is not a commodity, says Pesch, and the 
wage contract is a contractus sui generis 
(V, 618). The alleged uniqueness of the 
wage contract is based on an assumed 
twofold character of labor. First, labor 
is said to be personal, since it involves 
the exertion of powers belonging to the 
individual. Second, labor is necessary, 
since without the results of labor man 
cannot live (V, 625 ff.). From the per- 
sonal standpoint alone, it is the work- 
man’s right to accept any rate of wages 
which he and his employer, as individ- 
uals, agree upon. But, since labor is also 
necessary, a wage rate which does not 
cover the workman’s needs is unjust (V, 
628-29). In keeping with ideas expressed 
earlier by Pope Leo XIII in Rerum 


novarum, Pesch proposes the establish- 
ment of an absolute minimum as “the 
lowest legal rate for a definite kind and 
performance of labor in a given business” 
(V, 630), These minimum rates are to 
serve as a floor for relative wages. The 
former are to be fixed by the state, while 
the latter are to be settled by bargaining 
between associations of employers and 
employees. The bargaining process is to 
be free from dictation by the state, 
which, according to Pesch, should serve 
simply as an arbiter between the income 
claimants. Pesch thinks that if labor is 
to be rewarded justly, the bargaining 
process must establish the wage on the 
basis of “‘a combination of the livelihood 
principle and the productivity or value 
of labor wage theory” (III, 257-58). In 
the words of Pope Leo XIII, he says, 
“perfect justice demands that wages ade- 
quately correspond to work” (V, 628). 
It is, then, not merely the principle of 
needs, but also productivity which Pesch 
holds to be the basis for determining 
“relative” wages. 

From the standpoint of scientific eco- 
nomics such a twofold determination of 
wages is sheer nonsense. A rational de- 
termination of wages can rest only upon 
the value of productive contribution. 
But if wages are to be fixed wholly by 
bargaining between organized interests, 
as Pesch proposes, the determination is, 
in any case, more political than econom- 
ic. What any interest obtained would de- 
pend upon its bargaining strength, which 
is to say, its power to enforce its de- 
mands, though the latter may be justi- 
fied by all sorts of principles, such as 
needs and productivity. But, as shown 
by current experience, it is power which 
would be decisive in enforcing the de- 
mand. For all the ethical verbiage in 
which his ideas concerning wages are 
couched, what Pesch really gives is a 
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“force” theory of wages, which, inci- 
dentally, is to a great extent exemplified 
in present practices of trade-unions. If 
the impersonal determination of rewards 
by the market is generally superseded by 
“bargaining power,” as Pesch seems to 
propose, the determination of wages and 
of other income shares would degenerate 
into a contest of organized grab. To pre- 
vent such an outcome, the state would 
have to take matters directly in hand, 
thus relinquishing the role of impartial 
arbiter which Pesch assigns it in accord- 
ance with scholastic ideas respecting the 
state’s functions. The power of the state 
to bring about equitable relations would 
depend upon whether, in the meantime, 
it had itself become a pawn of one of the 
labor monopolies. 

The objections to be raised in connec- 
tion with Pesch’s explanation of profit 
and interest are similar to those already 
noted in consideration of his views on 
wages. From a superficial viewpoint it 
would appear that he recognizes profit as 
a unique distributive share arising from 
enterprise risk, but a brief examination of 
his conception of the nature of enterprise 
risk shows his idea of profit to be defec- 
tive. Before discussing his view of enter- 
prise risk, however, we should give some 
attention to his notion of fair or “just” 
profits and interest. Broadly speaking, 
profit, like the other income shares, is 
said to be just when it represents “‘equiv- 
alence between performance and contra- 
performance.” If, as Pesch states, “the 
greater the risk, the greater the profit,” 
it would appear that he thinks any rate 
of profit is “just” as long as it is com- 
mensurate with risk. But he does not 
leave the statement unqualified. To be 
“just,” profit should furnish “sufficient 
incentive for the continuance and im- 
provement of the business” and should 
“guarantee the enterpriser with a living 
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appropriate to his estate or station in 
life” (V, 695). But what rate or amount 
of profit is required to meet these two 
specifications? In a vague moral general- 
ization he says that “a high profit may 
not be sufficient to cover the expendi- 
tures of enterprisers who live luxuriously. 
But such claims would not constitute a 
standard in keeping with the concept of 
maintaining livelihood commensurate 
with one’s station [standesgemissen Un- 
terhalt|” (ibid.). The problem as to how 
high profit should be to assure the status 
of an entrepreneur in any given case is 
thus conveniently sidestepped. To deter- 
mine this, one would have to know more 
or less accurately what the employer’s 
“legitimate” needs are. Nor would the 
matter end there. In the absence of a 
market determination of values, profit 
would be residual in character as now; 
but the amount or rate would depend 
upon the bargaining strength of the 
other main income claimant, namely, the 
organized labor interests. If the residue 
were insufficient to meet the employer’s 
needs of livelihood and to assure the con- 
tinuance of production, the state in this 
case, as in that of wages, would have to 
intervene to establish a “‘just” rate of re- 
turn. A similar situation would also arise 
in establishing a “just” rate of interest. 

According to Pesch, a “just” rate of 
interest represents the value of perform- 
ance and counterperformance in the sup- 
ply and demand of money. If the price of 
the use of money is fixed above or below 
the level of this value, the loan contract, 
he says, is usurious. But he fails to tell us 
how this level is determined or how a 
usurious loan is definitely to be recog- 
nized. His most enlightening remark is 
that “it is easiest to recognize a transac- 
tion as usurious where price is firmly fixed 
by public authority or where market 
price confronts us” (V, 97). If it is asked 








48 ABRAM L. HARRIS 


how great the deviation may be before a 
transaction can be called usurious, 
Pesch’s only reply is that it must be con- 
siderable. And, presumably, if consider- 
able, the situation is one to be corrected 
by the state. Thus the theory of just price 
and distribution seems to lead from “free 
bargaining” on the basis of “needs” and 
the “equality of performance’’ to a de- 
termination of economic relations by 
public authority. Such a determination 
is, of course, not advocated by Pesch, 
since he thinks of a “democratic” state 
as one which acts as a sort of regulator or 
umpire of bargaining relations. But a 
continuing state of equity between or- 
ganized groups would require the inter- 
vention of public authority to go beyond 
sporadic price-fixing to a determination 
of the value of the various kinds of per- 
formance, as well as the “‘needs,” of the 
functionaries. 


ENTERPRISE PROFIT: UNCERTAINTY 
RISK VERSUS LIVELIHOOD 


Pesch’s theory of value and distribu- 
tion brings into the sphere of economics 
the Thomistic conception of the inequali- 
ty of parts in a whole and the necessity, if 
justice is to be served, of maintaining 
equitable relation between the parts of 
lesser and the parts of greater signifi- 
cance or value. The elementary truth of 
this position is the fact that, even in the 
absence of inequalities arising from social 
conventions and human _ institutions, 
men would still possess unequal powers 
in either intellectual or physical capaci- 
ties. When, therefore, the theory of just 
values is stripped of its scholastic trim- 
mings, it simply becomes a statement of 
the terms of fair exchange between parts 
or capacities that are unequal in the pro- 
duction of values. And if, in the same 
nonmoral perspective, we consider the 
idea of ‘equivalence of performance and 


counterperformance,”’ this idea becomes 
virtually identical with that of equiva- 
lence between value of services and goods 
which market competition tends to 
establish more or less mechanically. If 
this is the case, why, then, is a purely 
market determination of values un- 
satisfactory from the standpoint of the 
doctrine of just price and distribution? 
In the first place, the market is an 
organized system of individual exchanges 
for mutual advantage in which the indi- 
viduals use each other as means for the 
realization of their respective ends. In 
principle the idea of the instrumental use 
by individuals of each other is repugnant 
to the ethical and teleological premises 
on which Pesch’s economic views are 
founded. According to these views, “‘hu- 
man beings cannot be treated as com- 
modities” (V, 554), that is, as means to 
ends, since man is a moral agent and an 
end in himself (III, 216; and IV, 2). In 
the second place, market valuations are 
expressed as prices, which, according to 
Pesch, “‘give no economic foundation for 
the income of the persons in question, 
especially the height and difference in 
these incomes” (V,556). From the 
standpoint of the doctrine of just price 
and distribution this inadequacy of price 
is a matter not so much of market imper- 
fections as of the failure of the market to 
function according to principles of ab- 
stract moral justice. But the fact that 
the market determines the value of per- 
formances by the yardstick of price, 
rather than on the basis of moral desert, 
is its strength, not its weakness. What, 
under market competition, any agent 
tends to get is a value equal to the 
agent’s contribution. Yet, as has long 
been recognized by economists, even if 
the market worked perfectly or ideally, 
so that the rewards of the agents were 
precisely equal to their contributions, it 
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would not follow that each agent had re- 
ceived what it morally deserved. An 
agent might on moral grounds possess 
legitimate “‘economic” claims which the 
market is not designed to determine or 
satisfy. Under some circumstances indi- 
vidual inequalities arising from “‘natu- 
ral,” as opposed to social or conventional, 
causes may and do constitute valid 
grounds for such claims. As defined in 
scholastic doctrine, these are claims of 
“distributive justice” which the individ- 
ual may rightfully make against society 
as a whole. But, according to the same 
doctrine, they are to be distinguished 
from claims connected with commutative 
justice or what is due from one individual 
to another. It is the function of society 
organized as the state rather than of the 
market to satisfy the claims of distribu- 
tive justice. To expect the market mech- 
anism to serve as a vehicle of distributive 
justice or to consider the mechanism 
faulty because it does not fulfil moral 
requirements involves a lamentable con- 
fusion of market objectives and also of 
the appropriate means for attaining the 
ends of distributive and commutative 
justice, respectively. 

But the confusion in this attempt to 
rehabilitate scholastic value theory on a 
modern footing involves not only the 
operation of the market but also the mo- 
tivation peculiar to an enterprise form of 
economic organization. We have already 
referred to Pesch’s rejection of Sombart’s 
thesis concerning needs and gain as con- 
trasting principles of economic conduct 
in the Middle Ages. In Pesch’s view it is 
not gain as such but the pursuit of gain 
as an end in itself which was condemned 
on the basis of medieval ideals of social 
organization. In other words, according 
to these ideals, it is legitimate to pursue 
gain only when it serves the producer as 
a direct means of securing consumption 


goods, that is, the satisfaction of “needs” 
according to his station. Pesch fails to 
see, however, that gain in the sense in 
which it applies to medieval conditions 
is not a significant motivation in enter- 
prise economy. Under modern enterprise 
conditions, gain, in the sense of profit or 
interest, supplies the mainspring in the 
accumulation of wealth. It is mainly con- 
nected with the desire to increase wealth 
rather than with the desire to consume 
goods.*4 Pesch’s inability to see the dif- 
ference in the idea of gain as it applies to 
modern and to medieval conditions, re- 
spectively, is responsible for his errone- 
ous or meaningless conclusions respect- 
ing risk and profit, on the one hand, and 
interest and the formation of capital, on 
the other. But at the bottom of it all is 
the fact that his outlook upon modern 
economic life was strongly controlled by 
habits of thought associated with handi- 
craft industry and petty trade. He does 
not distinguish between motivations 
that are peculiar to handicraft produc- 
tion in the Middle Ages and those that 
are typical of enterprise production, in 
which gain and the accumulation of 
wealth are characteristic phenomena. In- 
deed, he seems to think that the motiva- 
tions associated with handicraft condi- 
tions are equally relevant to enterprise 
production. 

In so far as the medieval scheme of 
production approximated a handicraft 
stage and did not pass over into that of 
enterprise production, it was routine 
rather than innovative in character. Pro- 
ductive methods changed but little, 
while wants, generally speaking, were 
relatively stable and known to a high de- 
gree in advance of production. The ne- 
cessity of forecasting the future with the 
attendant liability to error because of 
future uncertainties—the characteristic 


4 Knight, op. cit., p. 320. 
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features of enterprise production—tend- 
el, on the whole, to be absent. Thus, 
while there was specialization in produc- 
tion for markets, there was little of the 
necessity of specialization in uncertainty- 
bearing that is required by modern busi- 
ness ventures. Under the circumstances 
the functionary who assumed responsi- 
bility for controlling and guiding produc- 
tion more closely resembled the manager 
engaged in routine operations than a 
modern enterpriser in his typical role of 
specialist in uncertainty-bearing. But it 
is the routine operations that are the 
controlling considerations in Pesch’s 
view of the enterpriser’s role in a capital- 
ist economy. 

The entrepreneur, he states, “bears 
the technical risk (miscarriage of the 
production process) as well as the eco- 
nomic risk insofar as the finished com- 
modity,—the functions offered,—cannot 
find sale, at least not a profitable [sic] 
one” (III, 160). In another place he re- 
fers to risk as the “danger of loss” result- 
ing from price fluctuations. In these and 
other similar renderings of the term, 
Fesch fails signally to isolate the peculiar 
attributes of risk in the form in which it 
is typical of modern business enterprise. 
In this form, risk is uncertainty which 
arises from imperfect knowledge of the 
future but which, at the same time, in- 
volves the necessity of acting on the 
basis of more or less correct judgments or 
estimates of the future. Enterprise risk 
defined as “uncertainty” is thus un- 
known, unmeasurable, and uninsurable. 
In no place does Pesch think of risk as 
arising from the “forward looking char- 
acter of the economic process, itself.’’s 
He thinks of it in connection with or- 
ganizing and directing production. The 
enterprise function, as seen by him, is 
not specialization in uncertainty-bearing 


8 Ibid., p. 237. 


but rather the assumption of fairly cer- 
tain risks attendant upon the exercise of 
the organizing and directing function. 
But even in this defective formulation, 
risk-bearing is described by him as the 
entrepreneur’s “‘passive function,” while 
“organizing and directing” is his active 
function (III, 160). And profit is a pay- 
ment to the enterpriser for performing 
this “‘ passive function.” 

Since his idea of enterprise risk is de- 
fective, it is, of course, impossible for him 
to perceive the necessary relationship be- 
tween profit and uncertainty—that prof- 
it, in other words, “arises out of the 
inherent, absolute unpredictability of 
things, out of the sheer brute fact that 
the results of human activity cannot be 
anticipated and then only in so far as 
even a probability calculation in regard 
to them is impossible and meaning- 
less.”** When viewed in its proper con- 
nection with uncertainty, profit is resid- 
ual, and unpredeterminedincomeand “the 
receipt of profit in any particular case may 
be argued to be the result of superior 
judgment.’”? Pesch does state that profit 
is the remainder after contractual pay- 
ments of wages, interest, and rent have 
been made. But nothing that he says on 
the subject indicates his understanding 
of profit as a remainder in the sense of a 
residual and unpredetermined value. If 
he thought of it in this sense, he could 
not at the same time have looked upon 
“‘need” as a criterion for limiting profit. 
The fact that profits involve much that 
is sheer gamble and, given effective 
competition, tend on the whole to dis- 
appear, would seem to preclude the pos- 
sibility of establishing any relationship 
between them and “need.” 

To carry out the proposal of fixing the 
limits of profit in terms of “status-needs” 
of the enterpriser, certain computations 


6 Ibid., p. 311. 27 Ibid. 
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would have to be made. The first would 
relate to the level of “‘need.”’ Obviously, 
“need” would vary both quantitatively 
and qualitatively as between different 
individuals at any given time and with 
the same individual at different times. 
But the calculation of the level at which 
“need” was to be fixed would of itself be 
no great problem. If the level of ‘‘need” 
were to be fixed by central authority, as 
we assume it must, the appropriate 
agency of the state would simply deter- 
mine, on the basis of some scale of value, 
the amount of income going to any enter- 
priser. But other problems of quite seri- 
ous import would certainly arise. There 
would, of course, be the loss or limitation 
of freedom in the exercise of choice by 
the enterpriser, and this loss or limitation 
would eventually extend to other eco- 
nomic agents. If the level were fixed by 
some rational scale of economic evalua- 
tion rather than capriciously or arbi- 
trarily, the ultimate criterion would not 
be “needs” but the utility or productivi- 
ty of the enterpriser to such goals as the 
state saw fit to fix. Under this circum- 
stance the entrepreneur would simply be- 
come a salaried functionary of the state. 
A continuance of the production and ac- 
cumulation of wealth under enterprise 
conditions involving freedom of choice 
and voluntary exchange would be out of 
the question. The second computation 
would involve fixing the period in which 
the limitation of profit was to be applied 
and the estimate of profit, itself, before 
the end of the productive process. Since 
an actuarial estimate of enterprise uncer- 
tainty cannot be made, the excess of 
profits in any one good year is assigned, 
according to current practice, to the de- 
ficiency of return in a bad year. The 
yardstick of “needs” is of no help in de- 
termining this component or in estimat- 
ing the good and bad years to which the 


component should be applied. Pesch’s 
proposal seems to rest upon the assump- 
tion that profit is a deductible and rou- 
tine charge. If, however, it can at all be 
argued that he does understand it as un- 
certain and variable income, it must then 
be said that he involves himself in the 
absurdity and paradox of assigning limits 
to a value which cannot be known in the 
present and may not even exist in the 
future. 

His fundamental errors with respect to 
profit recur in his discussion of the inter- 
est problem. He considers interest to be 
payment for the use of money. The lend- 
ing of money, he goes on to point out, 
though condemned by medieval church 
legislation, is now perfectly acceptable to 
the church, provided the loan contract is 
not usurious. When is the contract non- 
usurious? “Under modern economic rela- 
tions interest appears as counterperform- 
ance or payment for a service the value of 
which is estimated in money. Thus per- 
formance and counterperformance comes 
into play here as elsewhere” (V, 728). 
Interest, then, is perfectly justifiable so 
long as the loan contract represents 
equivalence between services rendered. 
In this modern revision of scholastic in- 
terest theory, as stated by Pesch, gone is 
the old idea of the barrenness of money. 
But what is the nature of these services 
the value of which is measured by money 
and equalized by the payment of inter- 
est? The only information he gives on 
this is that money enables one to employ 
labor and to use productive equipment 
for the purpose of national economy. The 
real nature of the services in the produc- 
tive process is hidden from Pesch be- 
cause he confuses money with capital. 
He does not see (1) that, as an instru- 
ment of investment, money represents 
only a title to goods and services, “a 
surplus of consumption goods” or free 
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capital which is used in the development 
of capital goods, and (2) that interest is 
therefore not paid for the use of money 
but rather for the use of goods made by 
investing this free capital. In other 
words, interest is connected with the 
increase of capital goods for future use or 
with “the increase of the material equip- 
ment of society” rather than with the 
lending of money, as such. And “‘if pro- 
ductive goods were not changeable in 
either form or amount or distribution 
there would be no occasion for the lend- 
ing of free capital, and interest would not 

i 8 Tn the case of interest, as in 
that of profit, a fundamental considera- 
tion is the uncertainty involved in 
change or progress. With respect to in- 
terest, the uncertainty is connected with 
the formation of capital—changes in the 
form, the amount, and the distribution 
of capital. Thus Pesch’s explanation of 
interest as a payment which equalizes 
performance and counterperformance 
tells us nothing about the essential 
phenomena with which the interest prob- 
lem is connected. It does not even tell us 
such elementary facts as (1) that interest 
secures specialization in the accumula- 
tion and investment of wealth; (2) that, 
as a price for the use of free capital, it 
serves to guide the apportionment of 
savings between different investment 
opportunities; and (3) that it expresses 
the ratio at which present consumption 
is exchanged for future income and thus 
reflects the relative importance of the 
two considerations. 


PESCH’S TELEOLOGICAL PREMISES 
Pesch’s view on profit and interest 
lead him to consider the phenomenon of 
capitalism in a manner somewhat similar 
to that of Marx and Sombart, but the 
premises from which he reasons are dif- 
ferent. It has been noted that his view of 


% Tbid., p. 321. 


the economic process involves dissatis- 
faction with the market form of economic 
organization, also that the dissatisfaction 
rests not so much on the imperfect reali- 
zation of the ends characteristically 
pursued in markets as on the nature of 
the ends themselves, which, as custom- 
arily described, involve the maximizing 
of gain. Before taking up Pesch’s implied 
critique of these ends, it is appropriate 
briefly to comment on the treatment of 
the gain principle, earlier popularized by 
such historians and critics of capitalism 
as Marx and Sombart; for, although the 
opprobrium which Marx, Sombart, and 
other writers of similar persuasion attach 
to gain is somewhat modified by Pesch, 
much of the confusion surrounding these 
writers’ use of the principle is also to be 
found in his discussion. As employed by 
Marx and Sombart, the pursuit of gain 
and the profit-motive are synonymous 
and denote the unrestrained acquisitive- 
ness or “unlimited greed for gain”’ of the 
capitalist spirit. According to Marx and 
Sombart, “unlimited greed for gain”’ is 
the motive of capitalistic organization, 
and gain is the means of acquiring power 
over others, that is, of commanding 
obedience or performance on the part of 
the economically impotent or less power- 
ful. But power, in the sense used by 
them, is not an ultimate end. It is rather 
the means of acquiring status or, as 
Marx would say, “dominion.” 

Perhaps all that needs to be said of 
the Marx-Sombart view is found in Pro- 
fessor Parsons’ words: 

The impulse to acquisition, pursuit of gain, 
of money, of the greatest possible amount of 
money, has in itself nothing to do with capital- 
ism. This impulse exists and has existed among 
waiters, physicians, coachmen, artists, prosti- 
tutes, dishonest officials, soldiers, nobles, 
crusaders, gamblers and beggars Un- 
limited greed for gain is not in the least identi- 
cal with capitalism, and still less its spirit. . . . 
But capitalism is identical with the pursuit of 
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profit, and forever renewed profit, by means of 
continuous, rational, capitalistic enterprise.*® 


While the pursuit of profit supplies the 
motive in the rational organization of 
enterprise, it is only one expression of 
gain as a generic principle in an enter- 
prise economy. What is sought by every 
contributor to enterprise organization, 
“property-less” workers no less than in- 
vestors and entrepreneurs, is gain in the 
sense of maximum advantage from the 
use of his capacities in the form either of 
property or of physical and intellectual 
power. In this it is by no means assumed 
that gain or economic advantage is the 
only end pursued by individuals in their 
social relations or even that it is always 
exclusively pursued by them in markets. 
That individuals and, more particularly, 
groups commonly pursue other ends, 
such as power in the sense of status, or 
justice, truth, beauty, and respect is, of 
course, incontestable. But the pursuit of 
these ends lies outside the range of 
market activities as these are under- 
stood in the traditional view of the- 
oretical economics. Although extra- 
market in character,** they may and do 
influence economic behavior, being fre- 
quently pursued with the expectation of 
changing the conditions of the market so 
as to circumvent or alter its logical re- 
sults. The pursuit of extra-market ends 
shifts behavior from the market to the 
political arena where human intercourse 
is motivated primarily by considerations 
of power. But where and in so far as the 
principles of market competition are 
observed, the end of economic behavior 
is singularly and purely that of gain or 
advantage in the use of economic re- 

* Introduction to Max Weber, The Protestant 
Ethic and the Spirit of Capitalism, trans. Talcott 
Parsons (New York, 1930), p. 17. 

3°On extra-market ends and activities, see E. 
Ronald Walker, From Economic Theory to Policy 
(Chicago, 1943), chap. vi. 


sources. And, given effective competi- 
tion, the pursuit of gain by each individ- 
ual tends to result in the mutual ad- 
vantage of all the participants in ex- 
change. 

In Pesch’s view of enterprise motiva- 
tion, the quest for gain or profit in the 
sense of unrestrained acquisitiveness 
may be, but need not necessarily be, the 
supreme motive of a capitalist spirit, as 
regarded by Marx and Sombart. He be- 
lieves that where the quest for gain is 
subordinated to “social purpose,” de- 
fined, of course, according to his ethical 
and religious premises, the capitalist 
spirit is absent. Where this is not the 
case, the pursuit of gain becomes, as in 
the Marx-Sombart interpretation, un- 
bridled greed of the capitalist spirit and 
the means of dominating the economical- 
ly weak. In taking this position, Pesch 
labors under the misapprehension typi- 
cal of Marx and Sombart in their outlook 
on gain as a general motivational princi- 
ple in competitively organized economic 
activity. 

In considering the origin and the end 
of social organization, Pesch admonishes 
us to “shun with all decisiveness an ex- 
clusively natural-causal explanation of 
human and social life” (I, 108). The 
union of human beings into society, he 
explains, is the result of the moral law of 
God, not merely of a natural impulse to 
association. God, he dogmatizes, has 
ordained that man should live a social 
life and has also determined that the nat- 
ural purpose of social life is “nothing 
other than the well-being of all partici- 
pants.” Furthermore, he states, God 
“must indeed be concerned as to whether 
the social order satisfies that purpose 
and corresponds to our rational nature.” 
Such an “order is realized when social 
life operates in the moral framework pre- 
scribed by God and finds validity and 
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recognition in the moral ties ordained by 
God” (I, 30). These moral ties consist of 
consciousness of: (1) the reciprocal and 
community nature of human interests 
and (2) “the community of equal peers 
created by God, the community of a 
superearthly and final destiny” (ibid.). 
A social order that operates in this moral 
framework is no mere multiplicity of 
individual coexistences. It comprises a 
multiplicity of rational beings or per- 
sonalities unified by moral solidarity into 
a social oneness (Einheit) (I, 27). It is 
thus a spiritual organism in which the 
ruling norms of conduct are determined 
by considerations of justice and “all- 
embracing neighborly love” rather than 
by egoistic and separate interests (I, 30). 
In this type of social order, men con- 
sciously co-operate for the realization of 
the purpose of the social whole. In its 
ultimate meaning this purpose may be 
described as the enhancement of the 
value of human personality. It is predi- 
cated on the assumption of equal sig- 
nificance of human personalities in the 
sight of a Divine Creator, and it finds ex- 
pression in mutual respect and human 
dignity. Thus, while having as its end 
the moral perfection of human personal- 
ity in its earthly sojourn, the social order 
itself becomes a means for the realization 
of man’s superearthly destiny. “The 
world,” he states, “should help us fulfill 
our life tasks on this side fully for the 
other side If....the profound 
and ideal basis of the sovereignty of man 
over the world is his likeness to God, the 
final and highest purpose must be sought 
in man’s superearthly destiny”’ (I, 3). 
Proceeding ostensibly from these 
premises, Pesch holds that economy is no 
independent organism but one that 
should be geared to social purpose. “The 
teleology of political-social life,” he 
states, “binds.... the multiplicity of 


economic subjects and their economic 
relations . . . . into a real social-economic 
unity and community of work ruled by 
the social purpose of public welfare” 
(III, 10). The goal, then, of econ- 
omy is not arbitrarily chosen by 
individuals and cannot be realized by it- 
self. ‘It is a morally imposed goal” and 
“must be consciously grasped and real- 
ized through the correct choice of means” 
(I, 445). This “morally imposed” or 
“objectively given” end of economy, the 
material welfare of the political com- 
munity, serves as the means of man’s 
spiritual and moral advancement. In 
other words, the “rational ordering”’ of 
the earth’s resources, while it is the end 
of economic organization, is subordinate 
to the “objective purpose”’ of society and 
becomes a means for fulfilling this pur- 
pose. According to Pesch, such “rational 
ordering” requires a general acceptance 
and observance of the following precepts 
in economic conduct: (1) that “‘man is 
the central point and the ruler of the 
material world according to God’s will” 
and is, accordingly, “never simply an 
object or instrument of work, but always 
and above all things subject and end of 
economic activity” and (2) that man is 
never absolute ruler who can do with 
things as he pleases but rather God’s 
vassal who must constantly consider the 
destiny, the purpose, which the earth 
with its treasures and powers should 
serve according to God’s will” (I, 17-18). 
In an economic organization ruled by 
these precepts, the functions of the dif- 
ferent agents, as individuals and as 
members of vocational groups, are per- 
formed as a “calling” (Beruf) in the 
service of God (II, 695). Though differ- 
ing in vocational functions and produc- 
tive capacities, the agents are dominated 
in their relations by a belief in the spirit- 
ual equality of men. Thus the pursuit of 
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gain or other interests corresponding to 
the particular function of the agent is 
controlled by considerations of justice, 
love, human dignity, and respect. 

It should be evident that the pursuit 
of gain as a typically capitalist expres- 
sion is wholly unacceptable to Pesch on 
ethical grounds. The pursuit of gain, 
which is to say profit, in a strictly capi- 
talistic sense involves a form of conduct 
in which the individual is the sole judge 
of the value of ends and of the appropri- 
ate means for achieving them. But this 
form of conduct and the capitalist spirit 
in which it finds expression are immoral 
in Pesch’s conception. From his stand- 
point the individual is an instrument of 
a transcendent purpose and thus, in his 
economic relations, should make his 
choice of ends and means in keeping with 
or for the fulfilment of this purpose. As 
he sees it, rational conduct imposes upon 
the individual the moral obligation of 
orienting all his economic interests, not 
alone the profit interest, toward the 
realization of those moral and religious 
virtues promulgated by the church as 
ideals of a universal Christian social 
order. What is most objectionable from 
Pesch’s ethical premises is gain not 
simply as a quest for profit but as a gen- 
eral motivation in market competition, 
whereby the participants seek to max- 
imize advantage in the use of their re- 
sources. Under market competition, each 
individual is, of course, an instrument in 
the realization of the ends of every other 
individual. Such instrumental use is 
condemned by Pesch because he thinks 
it degrades human beings to the level of 
mere things. But whether men co-oper- 
ate indirectly by means of exchange for 
mutual advantage or directly by means 
of group planning, it seems impossible 
for them to treat each other’s capacities 
otherwise than as means to ends under 


the given circumstances. Because men 
must necessarily so regard each others’ 
capacities, it does not at all follow that 
their relations are on this account devoid 
of those considerations that we have 
come to believe are due from one human 
being to another. These considerations 
seem likely to be observed more general- 
ly in a society in which economic rela- 
tions are voluntarily organized than 
where they are deliberately planned by 
group association or directed in some 
other centralized manner. 

Pesch would, of course, deny that 
competitive exchange for mutual advan- 
tage is co-operation. “Competition,” he 
states, “negates itself through the vic- 
tory of the strong and the elimination of 
the weak” (II, 214). He accordingly 
agrees with Marx’s verdict that competi- 
tion is a means of acquiring power and 
thus of coercing others to obey upon pain 
of extinction. This view has come to be 
so widely and tenaciously held that it 
seems altogether futile to insist (1) that 
power in the sense implied by Pesch is 
not a feature of competition when de- 
fined according to traditional usage of 
scientific economics and (2) that, with 
competition given, power in economic 
relations can only mean capacity to com- 
mand the use of human and other re- 
sources and is distributed in these rela- 
tions according to the value of the re- 
sources possessed by all. If, as must be 
admitted, a large degree of “exploita- 
tion” and subordination of the weak by 
the strong exists under capitalistic ar- 
rangements, it is due to various forms of 
monopoly rather than to competition. 
Pesch’s failure properly to diagnose the 
“real” shortcomings of capitalism leads 
him, as a similar failure has led a long 
line of reformers before and after him, to 
propose measures which are destined to 
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render fatal the disease they are designed 
to remedy. 

The remedy Pesch proposes for the 
problems of capitalism is the establish- 
ment of an organic or corporate economy 
in which bargaining between organized 
vocational and industry groups is to 
supplant the market form of economic 
communication. That such a form of 
economy will result in generalized mo- 
nopoly is fairly evident from the methods 
he suggests for inaugurating it. He finds 
that the structural basis for a corporative 
economy already exists in various syn- 
dical associations of employers and em- 
ployees, such as, for example, the trade- 
association, the trade-union, and, above 
all, the cartel (III, 460-65; IV, 259-61; 
and V, 787-88). By substituting regula- 
tion for competition, these organizations, 
he believes, have done away with the 
“anarchy of production,’”’ have “lessened 
the intensity of crises,”’ and have assured 
“constancy of employment” (III, 460- 
63). But what he deems more important 
is that these monopolistic arrangements 
embody the principle of solidarity, which 
makes them models for a reorganization 
of industry along corporative lines. How- 
ever, he holds that if they are to serve 
this purpose the “brutal self-seeking of 
the free capitalistic epoch,” which now 
dominates their spirit, must be sup- 
planted by the ideal of calling (Beruf) in 
the service of society as a whole (III, 
475). 

Nothing in the fairly long life of these 
organizations" inspires any confidence in 

3« The inclusion of trade-unions in the category 
of restrictive combinations will probably seem 
almost irreligious to many present-day sympathizers 
with the “common man.” But Professor Simons’ 
observation—that trade-unions, though inaugurated 
for good purposes, are becoming as monopolistic 
as any of the much condemned business combina- 
tions—seems altogether sound to the writer of this 
paper (see Henry C. Simons, “Some Reflections on 
Syndicalism,” Journal of Political Economy, LII 
[1944], 1 ff.). 


Pesch’s pious hope. As he himself indi- 
rectly admits, it is these organizations 
that have sadly damaged public welfare 
by their restrictive practices. But, above 
all, they have been mainly responsible 
for perverting the normal ends of market 
competition by substituting the “ethics” 
of power politics for efficiency and serv- 
ice motivated by self-interest and mutual 
advantage. If Pesch’s co-operation by 
collective action ever supplants alto- 
gether what remains of the system of 
voluntary individualistic exchanges, the 
result will be a society of monopolies. 
Judging from the fairly wide acceptance 
today of views closely related to his, it 
appears that we may well be headed 
toward some such order. But if experience 
from the sixteenth century to our own 
present reveals anything about mo- 
nopolistic co-operation, it is that in such 
an order economic relations would be- 
come a matter of diplomatic pressures, 
political coercion, and the real domina- 
tion of the weak by the strong. This 
order would soon degenerate into a state 
of bellum omnium contra omnes, thus in- 
evitably leading to some form of political 
or religious authoritarianism. It would 
be hard to imagine a condition more de- 
structive of the human dignity, respect, 
and justice which Pesch and the expo- 
nents of neo-scholasticism generally con- 
sider as of highest rank in the scale of 
social values. 


THE STATE AND THE CORPORATE ORDER 


The corporate reorganization of socie- 
ty is offered by Pesch as an alternative to 
the program of Marxian socialism. As he 
explains it, corporativism would socialize 
men, whereas Marxian socialism would 
socialize property. In the corporate econ- 
omy the private owners are not to re- 
linquish title in the ownership of produc- 
tive equipment. But they are to share 
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the decision-making function with the 
representatives of organized workers. 
The arrangement is projected as a form 
of self-government in industry with the 
state exercising “supervisory” rather 
than “dictatorial” functions. It might be 
termed a sort of voluntary collectivism 
operating under a scholastic version of 
political laissez faire. The two main 
questions to be raised concerning the 
proposed arrangement are whether it 
would be conducive to increasing produc- 
tive efficiency at high levels and whether 
it could be voluntarily instituted and 
sustained. In the opinion of this writer, 
both questions are to be answered nega- 
tively. 

Although corporativism would make 
no change in the nominal ownership of 
productive equipment, it would radically 
alter the control of industry as now exer- 
cised. By doing this it would give rise to 
the same general range of problems as 
would full-scale socialization. The core of 
these problems is the question as towhere 
effective control, that is, responsible con- 
trol, would ultimately rest in the guid- 
ance and organization of production. 
Where this responsibility is not clearly 
fixed, productive efficiency is bound to 
suffer. But the question of determining 
the locus of control fans out into numer- 
ous others, some strictly economic while 
others are political in character, the 
latter involving the problem of the use of 
power and the role of the state in eco- 
nomic matters. 

The problem of the effective control of 
industry boils down to who makes the 
decisions and who is responsible for their 
outcome. Where the economy is conduct- 
ed by means of advanced technology, 
production is mainly for the satisfaction 
of future wants. Under the circumstan- 
ces, the result of any decision is uncertain 
to the extent that the future is unpre- 


dictable. And, in so far as production 
is for the future, the uncertainty problem 
would tend to be associated with it, 
whether the economy is capitalistic, 
corporative, or communistic. As a con- 
dition, then, of continuing efficiency at 
high levels of output, modern industry, 
whatever its mode of organization, re- 
quires not only that the decision-making 
authority be clearly fixed but also that 
the exercise of the authority be closely 
co-ordinated with responsibility for the 
future uncertainties of production. In a 
capitalist economy decision-making is 
the function of the enterpriser, and the 
uncertainty attendant upon any de- 
cision is borne by him. Even when, as 
under modern corporate conditions, the 
decision-making function tends to be 
delegated in part to salaried managers, 
the exercise of the authority is, as a mat- 
ter of principle, closely limited by re- 
sponsibility for results. In projecting a 
joint control of industry by labor and 
management, neither Pesch nor the 
present-day advocates of closely related 
plans give much weight to the problem 
of responsibility in the decision-making 
process. They seem to have in mind a 
kind of copartnership in which labor, 
while sharing the decision-making au- 
thority, would assume none of the re- 
sponsibility for the future uncertainties 
of production.” What is thus proposed is 

# Workers in their characteristic role as “labor” 
do make certain types of decisions and are, accord- 
ingly, confronted with uncertainty in the process. 
The choice of a vocation and the training in one 
vocation rather than some other, together with the 
chance of finding profitable use for the capacity in 
question, is always something of a gamble. But the 
uncertainties in the case are quite different from 
those connected with the making of business de- 
cisions. Although business decisions do affect em- 
ployment and wages, the worker, as “labor,” 
can by no stretch of words be termed a bearer of 
enterprise uncertainty. Because of the difference 
in the character of the two types of decisions and 
of the respective uncertainties involved, they must 
be treated differently as a matter of social policy. 
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the sharing of authority without re- 
sponsibility for its exercise. But in any 
case, an attempt to fix such responsibility 
upon labor or its representatives seems 
doomed to failure in practice. Where 
joint or tripartite control has been tried, 
it has soon been superseded by single or 
one-man control. The experience in the 
early stages of Russian communism with 
triangular control—managers, _repre- 
sentatives of the state (Communist 
party members), and the trade-unions— 
is particularly illuminating in this con- 
nection. According to a recent study,** 
the chaos and irresponsibility accompa- 
nying triangular control were so great 
that the experiment was abandoned for 
a setup in which authority was responsi- 
bly centralized. 

The idea that changing the decision- 
making authority in industry would 
actually place the control, either wholly 
or partly, in the hands of workers, 
though offered as a solution to modern 
discontent, is but a snare and a delusion. 
Whether the authority is shifted entirely 
from the capitalist entrepreneurs to the 
proletarian representatives, as happens 
under communism, or whether it is 
shared with these representatives, as pro- 
vided by corporativism, the responsi- 
bility for decisions and the results of 
them would tend to be vested exclusively 
in some one group of functionaries. 
There seems to be no good reason for 
supposing that these functionaries would 
exercise the authority more intelligently 
(rationally) or more humanely than the 
present capitalist enterprisers and their 
representatives. If, as is likely under both 
corporativism and communism, the for- 
mal freedom of the individual and access 
to relatively free markets wholly disap- 
pear, the exercise of the authority would, 

33 George Bienstock, Solomon M. Schwarz, and 


Aaron Yugow, Management in Russian Industry 
and Agriculture (London, 1944), p. 13. 


in fact, become ‘“‘power’’ over the work- 
ers. 

When the corporate order, as set 
forth by Pesch, is considered with re- 
spect to the functions of the state, it 
seems to resolve into a form of anarcho- 
syndicalism. It thus appears designed to 
usher in a condition of affairs somewhat 
analogous to the future socialist state in 
which, as earlier described by Engels, 
“the public functions will lose their po- 
litical character and become transformed 
into simple administrative functions.”’*4 
But such a consummation is no more to 
be expected of the corporate order than 
of communism. The more likely conse- 
quence is that the state will assume all- 
embracing powers over the corporations 
and social life generally. A despotic use 
of these powers, accompanied by vio- 
lence, is likewise to be expected. The 
probable emergence of an authoritarian 
state has already been mentioned in con- 
nection with the problems involved in 
the determination of “‘just” prices and 
distribution of income. But there are 
other grounds which seem to justify this 
expectation. 

A corporate reorganization of industry 
might well begin as a matter of voluntary 
agreements between some powerfully 
organized workers and employers, just as 
Pesch supposes. But if the plan is to be 
successful, all workers and employers 
would have to be organized. Those work- 
ers and employers who opposed the ar- 
rangement or were indifferent would 
have to be forced to join. The power to 
coerce them might at the beginning be 
exercised by the organized interest 
groups with the connivance or approval 
of the state. But ultimately this and 
other similarly coercive power would be 
centralized either in the existing state or 


34Friedrich Engels, “Uber das Autoritits- 
prinzip,” Die Neue Zeit, XXXII (1913-14), 37- 
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in some group which had taken posses- 
sion of the state. The road, then, from 
voluntary syndicalism to the corporative 
order is the road to fascism.** This con- 
clusion is supported by the verdict of 
Pope Pius XI on Italian fascism. Though 
earlier approving the Fascist state, part- 
ly because it supported corporative 
ideals, the Pope later denounced it as the 
Leviathan.” 
CONCLUSION 


There is little in the writings of Pesch 
that warrants serious attention from the 
standpoint of theoretical economics. As 
we took occasion to note, the problem of 
economy, which is central in theoretical 
economics, was scarcely grasped by him. 
He was mainly concerned with questions 
of social reform. His thinking on these 
was controlled by scholastic conceptions 
of man’s place in the social order and in 
the universe. It is as an exponent of neo- 
scholastic ideology that Pesch is sig- 
nificant. This ideology has much in com- 
mon with Marxism, its rival. Neo-scho- 
lasticism, as well as Marxism, seeks a 
social change whereby “labor” is to ac- 
quire a new status in the economic or- 
der. In Marxism, the idea of this new 
status is based upon an apotheosis of 
labor. In neo-scholasticism, it is based 
upon an idealization of work, accord- 
ing to which both employer and em- 
ployee are workers, the one perform- 


3s Barnes, op. cit. 


36“ ‘Catholic State,’ men are saying and re- 
peating [is] but fa] ‘Fascist State.’ We accept this 
as proper without special difficulty, even willingly, 
because doubtless by this joining of the two great 
expressions it is intended to convey the idea that 
the Fascist State in its ideas and doctrines as well 
as in its practical action will admit nothing not in 
agreement with Catholic doctrine and practice 
....” (the Letter of Pope Pius XI to Cardinal 
Gasparri, “On the Feast of Corpus Christi,” 
May 30, 1929; for the Pope’s attitude as later ex- 
pressed see the encyclical letter, Quadragesimo 
Anno (1931); also see Nell-Breuning, op. cit., 
Pp. 256 ff.). 


ing the “labor of directing” and the 
other the “labor of execution.” Both 
ideologies involve a theory of progress 
according to which history is ruled by a 
universal purpose. In each of them this 
purpose is superior to the ends of indi- 
viduals but, at the same time, realizable 
only through individual wills. In the neo- 
scholastic perspective the purpose has a 
divine origin. In the Marxian, the pur- 
pose, while not originating divinely, has 
an equally romantic and mystical source 
in Hegelian transcendentalism. Both 
neo-scholasticism and Marxism reject 
“gain” as a motivation or as an end 
worthy of human striving. Each pro- 
jects dignity*’ or respect for human per- 
sonality as the value of highest rank in 
the order of ends to be achieved by a 
social transformation. In spite of these 
similarities, the two ideologies embody 
different modes of thought and lead to 
antagonistic methods of social action. 
The conflict between them will become 
intensified as discontent with libertarian 
forms of thought and association in- 
creases. But, whether the one or the other 
of the two ideologies is embraced by the 
discontented, democracy of the libertari- 
an type stands to lose. 


Howarp UNIVERSITY 
Wasarincton, D.C. 


37 This interpretation may appear questionable 
to some students of Marx, but it is supported by 
numerous passages in his works. Two of these may 
be cited here. In one place Marx says that a force- 
ful raising of wages “would only be an improvement 
in the payment of slaves and would acquire neither 
for the worker nor for labor its essential human 
destiny and dignity” (Karl Marx and Friedrich 
Engels, Gesamtausgabe, ed. V. Adoratsky [Berlin, 
1932], Part I, III, 92). In another place he speaks 
of the overthrow of capitalism as resulting not mere- 
ly in the “emancipation” of the workers but in a 
“general human emancipation,” since “the whole 
human servitude is involved in the relation of the 
workers to their production” (ibid., pp. 92-93). 
Also see Abram L. Harris, “The Marxian Right to 
the Whole Product,” Economic Essays in Honor of 
Wesley Clair Mitchell (New York, 1935), pp. 154-65. 





EFFECTIVENESS OF FACTORY LABOR: SOUTH- 
NORTH COMPARISONS’ 


RICHARD A. LESTER 


N support of the southern wage 
differential it has frequently been al- 
leged that southern labor is less “ef- 

ficient” or less “productive” than north- 
ern labor. That allegation was, for ex- 
ample, repeated many times in the hear- 
ings on the Fair Labor Standards Act of 
1937.” It is also to be found in textbooks. 
On the other hand, it has repeatedly 
been contended that southern labor is 
fully as efficient as northern labor, at 
least in certain industries.‘ Studies in 


* This is part of a general study of wage dif- 
ferentials in southern industry, which is being 
financed by a grant from the General Education 
Board. 


7See Senate Committee on Education and 
Labor and House Committee on Labor, Joint 
Hearings on S. 2475 and H.R. 7200 (75th Cong., 
1st sess. [Washington, 1937]), pp. 477, 481-82, 
563, 591-92, 771, 793, and 1072-73. 


3See, e.g., F. B. Garver and A. H. Hansen, 
Principles of Economics (rev. ed.; Boston, 1937), 
p. 416, and Ellsworth Huntington, Principles of 
Economic Geography (New York, 1940), pp. 327 
and 343. 


4See Joint Hearings on S. 2475 and H.R. 7200, 
pp. 99 and 951. In bituminous coal the National 
Defense Mediation Board found that the produc- 
tivity of mine workers in the lower-wage southern 
region equaled that of miners in the higher-wage 
northern region (see the Board’s Press Release on 
Findings and Recommendations, June 5, 1941, in 
Certification No. 20, Bituminous Coal Operators, 
Appalachian Area); and in the aluminum industry 
the Board’s investigator, comparing two southern 
plants with three northern plants of the Aluminum 
Company of America, found that the workers did 
similar work with substantially equal skill and that, 
even eliminating the wage differential, the cost of 
production was lower in the South than in the North 
(see War Labor Reports, I [1942], 9-11). In the brief 
submitted by the United Steel Workers to the Panel 
of the National War Labor Board in the 1944 steel 
case (No, 111-6230-D) it is claimed (p. 97) that 
“the average steelworker, whether he be working in 


the textile industry have tended to bear 
out that contention.’ 

The conflict of opinion regarding the 
efficiency of factory labor in the South 
compared with the North is well illus- 
trated by the wood-furniture industry. 
The industry committee under the Fair 
Labor Standards Act stated in 1941 that 
the southern mills were ‘among the most 


the West, in the East, or in the South, assuming the 
same technological conditions, has substantially 
the same labor productivity.” For other references 
regarding regional differences in labor productivity, 
see Jesse W. Markham, “Regional Labor Produc- 
tivity in the Textile Industry,” American Economic 
Review, XXXIII (1943), 110, n. 2. 


s A T.N.E.C. study of a northern mill and a south- 
ern mill of a textile company found that labor costs 
per unit of output were lower in the southern mill 
by more than the wage differential. According to 
the company officials, this was primarily due to 
greater efficiency of the employees in the southern 
mill (see Temporary National Economic Committee, 
Industrial Wage Rates, Labor Costs and Price Pol- 
icies [Monograph No. 5 (Washington, 1940)], p. 57). 

A statistical study of two large textile corpora- 
tions with plants in both regions revealed that the 
averages of data for three operations for 1940 and 
194: showed only an insignificant difference in labor 
productivity between the northern and southern 
plants (Markham, op. cit., pp. 110-15). 

From statistical calculations that may be open 
to question, Seth Hammond argues that from 1904 
to 1932 in cotton textiles southern labor productivity 
in pounds was no smaller than northern labor 
productivity in pounds (“Location Theory and 
the Cotton Industry,”’ Journal of Economic History, 
II [1942], Supplement, 106-8). 

Herbert J. Lahne states: “By the end of the 
First World War ... . in comparable lines of work, 
the Southern operative was the equal of the New 
England worker. Up to the present war period 
there has been no lack of experienced workers in 
either region and mill owners with practical ex- 
perience in both regions find no marked differences 
of efficiency between the New England and the 
Southern mill operatives” (The Cotton Mill Worker 
[New York, 1944], p. 99). 
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efficient in the industry”’; yet four years 
earlier, a furniture manufacturer in 
Virginia stated before a congressional 
committee that his labor was from 5 to 
10 per cent less efficient than northern 
furniture labor and that productive 
ability of labor decreases as one moves 
southward in the country.° 

The difficulties involved in measuring 
and comparing the efficiency of factory 
labor by regions must be admitted. To 
make exact regional comparisons of 
labor effectiveness, it would be necessary 
to have a representative sample of 
workers in both regions performing 
identical jobs under identical conditions 
(i.e., the same product, equipment, 
production methods, supervision, etc.). 
Only by such a controlled experiment 
could labor efficiency be isolated from 
all other factors that contribute to dif- 
ferences in output per man-hour and all 
elements of bias be eliminated. The 
closest approach to such a method of 
regional comparison of labor efficiency 
that the author knows are the Tem- 
porary National Economic Committee’s 
study of a textile firm, with a mill in the 
North and a mill in the South making the 
same product, and Jesse Markham’s 
study of two textile firms, with mills in 
both regions manufacturing the same 
product with identical machinery, essen- 
tially uniform labor-recruiting policies, 
and interregional shifting of super- 
vision.’ 

® Findings and Opinion, Industry Committee No. 
209, Wood Furniture, October 17, 1941, Wageand Hour 
Division, U.S. Department of Labor, p. 23; and Joint 
Hearings on S. 2475 and H.R. 7200, pp. 477, 481-82. 
For further conflicting evidence see Industrial 
Development in the United States and Canada, a 
co-operative survey by the Civic Development 
Committee of the National Electric Light Associ- 
ation and the Policyholders Service Bureau of the 


Metropolitan Life Insurance Company (undated, 
presumably 1928), pp. 74, 86, and 87. 


? T.N.E.C., Industrial Wage Rates, Labor Costs 
and Price Policies, pp. 43-59, and Markham, op. 


Lacking facilities for a “controlled 
experiment,” it has been necessary to 
rely upon (1) the experience of firms 
with plants both in the North and in the 
South; (2) the experience of industrial 
engineering firms that have done time- 
study work in both regions; and (3) the 
experience of labor unions, some of which 
have made time studies.* Data were ob- 
tained by questionnaire, supplemented 
in some instances by interviews. 


I, EXPERIENCE OF INTERREGIONAL 
CONCERNS 


A. THE SAMPLE 


The bulk of the evidence upon which 
the conclusions of this paper rest was 
obtained through questionnaires sent in 
January and February, 1945, to 112 
manufacturing firms having one or more 
factories in the South’ and in the North.”® 
At the beginning of 1944 those 112 firms 
employed approximately 2,900,000 
workers, or one-sixth of the total 
employment in manufacturing at that 
time; and they had a total of 1,694 
plants, of which 413 were in the South.” 


cit. They were, however, analyses of past data and 
not “controlled experiments,” so that it was neces- 
sary or desirable to make allowances and adjust- 
ments or to rely on opinion. Furthermore, the main 
purpose of the T.N.E.C. study was not to measure 
labor efficiency. 


8 Supplemented for four firms by data brought 
out in hearings in War Labor Board cases in which 
the author served as public panel member. 


* The “South” as defined in this study includes 
Texas and Arkansas, but excludes Oklahoma, 
Missouri, Kentucky, West Virginia, the District of 
Columbia, and Maryland. 


%° The “North” includes all states not included 
in the “South.” 


It is recognized that “plant” is a very inexact 
unit, which is used here only for general, over-all 
comparative purposes. It is probably true that the 
average employment in northern plants would be 
larger than in southern plants covered in this study 
because the home or main plant of most of the firms 
is in the North. 
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Some reply was received from 61 of the 
the 112 firms, and, as Table 1 indicates, 
47 of them, representing over a million 
employees, replied to two or more of the 
questions asked. 


TABLE 1 


COVERAGE OF QUESTIONNAIRES AND REPLIES 
INTERREGIONAL CONCERNS 


























te of i. of i. of Tera) 
0. oO ants ants ota 
Industry Firms | _ in in | Employees 
North | South 
Textiles, cotton, and ray- 
n: 
= = 20 158 64 140,000 
uestions answered 7 59 14 52,400 
Hosiery: 
estioned . . . . 6 26 10 12,000 
uestions answered 2 5 3 4,200 
Clothing:* 
estioned . . . 7 114 13 67,000 
estions answered. . 4 31 5 21,000 
Autos and aircraft: 
estioned . . . 6 103 18 830,000 
uestions answered 3 42 11 372,500 
Rubber: 
ee ae _— 6 66 18 300,000 
Questions answered 3 29 10 163,000 
estioned. .. . 7 71% a3t 190,000 
juestions answered 3 art 8t 85,000 
Chemicals: 
estioned... ... 7 1905 37 300,000 
uestions answered 4 119 25 158,000 
Paper and pulp: 
uestioned...... 13 100 43 80,000 
estions answered... 6 40 11 29,000 
Building materials:§ 
ne meget ea 13 180 31 95,000 
uestions answered. . 6 os 17 44,100 
Metals:|} 
estioned . . . Ir 275 35 485,000 
estions answered... 2 54 8 20,000 
Furniture and plywood: 
estioned.......... 4 31 10 14,000 
: answered. . 3 27 9 12,500 
estioned. ....... 8 306 104 110,000 
estions answered. . 4 177 7° 90,000 
Miscellaneous: 
aaa 4 69 7 300,000 
estions answered. . ° ° | ° 
Total: } 
estioned... ....| 412 1,604 413 |2,923,000 
estions answered 47 690 191 I? ,O51,700 





* Including shoes. 

t Including construction equipment. 

t Based on refineries. 

§ Including paint but excluding lumber. 
|| Including cast-iron pipe and cans. 

{ Including soft drinks. 


The representativeness of the sample 
can be challenged on two grounds. First, 
by necessity, it is overweighted by large 
concerns having a high ratio of capital 
investment per employee. All the man- 
ufacturing firms that could be found 


having plants in both regions were 
questioned. For the 112 firms, average 
employment was approximately 26,000, 
although 43 had under 5,000 employees 
and 1o had less than 2,000 employees. 
The smaller concerns appear to have 
been somewhat more prone to reply to 
the questionnaire, as the average em- 
ployment for the 61 concerns replying 
WAS 20,990. 

Second, it is probably true, although 
confirming data are not available, that 
the wages paid by a majority of the firms 
replying to the questionnaire are higher 
relative to the regional average for all 
manufacturing in the South than in the 
North. If true, it might, therefore, be 
argued that they got a better selection 
from the available manufacturing em- 
ployees in the South than in the North. 
While two-thirds of the replying firms 
stated that their wage policy was to 
pay prevailing wages in the South, one- 
sixth said that they follow a policy of 
paying above local rates, and another 
sixth said that they pay the same rates 
in both regions. Presumably firms that 
pay above local rates in the South 
usually follow the same policy in the 
North. Firms paying the same level of 
wages in both regions were mainly in 
aircraft, automobiles, paper and pulp, 
and textiles. 


B. OTHER LIMITATIONS OF DATA 


Another limitation of the data is that 
they are largely based on the opinions of 
corporate executives, usually the presi- 
dent, a vice-president, or the director of 
industrial relations. Somewhat less than 
one-third of the firms specifically stated 
that their replies were based on time- 
study or other tests. Most of these had 
made “‘constant comparisons” or “‘con- 
tinuous time-study tests’ for years. 
In the absence of such studies or tests, 
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the replies generally “represent observa- 
tions made by our higher supervision,” 
based on “actual experience.” 

For some firms comparisons were 
difficult, because few of their operations 
“are exactly comparable North with 
South,” because their experience in the 
South has largely been confined to the 
war period, or because the industry is so 
highly mechanized that output “bears 
little or no relation to personnel.’ 

Of the thirteen companies that replied 
but did not attempt to answer any 
questions, four said that their experience 
was too short in the South and probably 
was not representative of peacetime 
conditions; four others answered that 
their operations in the South were not 
comparable with their operations in the 
North; three stated that an extensive 
study would be required before the 
questionnaire could be properly answered 
by the firm; and two replied that it 
was against the corporation’s policy to 
reveal such information now. 

A firm, replying that its answers were 
based on opinion only, stated that it did 
not attempt to make such interregional 
comparisons for its own plants because 
“there are too many extraneous factors 
such as differences in management, 
history, types of machinery, and prod- 
uct.” 

A large firm, with over 100,000 em- 
ployees, stated in answer to the labor 
efficiency and output questions: “Our 
plants are scattered all over the country, 
but we have found that individual 
situations and circumstances are so 
much greater in influence than geog- 
raphy, climatological considerations, and 
so forth, that statistical conclusions from 


™ For example, one textile firm replied: “In our 
operations output depends to such a degree upon 
machinery and equipment that the comparisons 
which you ask for cannot easily be made.” 


these points of view simply cannot be 
drawn with any degree of validity.” 

Companies in the oil, chemical, and 
paper and pulp industries seem to have 
had the greatest difficulty in isolating 
labor efficiency and labor influences on 
output in order to answer the question- 
naire. One large oil company, attempting 
to answer all the questions, stated: 


The oil industry differs from most mass- 
production and heavy-goods industry in the 
relatively small effect that labor has on the cost 
or quantity of the final product. The personnel 
has little influence upon output in process oper- 
ations [process employees operate the equip- 
ment]. In mechanical operations [mechanical 
employees repair equipment and occasionally 
construct new units] under peacetime condi- 
tions it would be a matter of opinion as to 
whether output per man-day in our northern 
operations exceeded that in our southern oper- 
ations. Usually the answer would depend on the 
geographical location of the proponent. 


Wage rates and wage differentials 
may influence not only the selection of 
employees by firms in each region but 
also perhaps, to some extent, the 
“consensus” of opinion of top manage- 
ment on regional differences in labor 
efficiency. Such a possibility exists for 
those replying firms (apparently two- 
thirds of the total) whose answers were 
not based on tests or statistical study. 
Support for such a suspicion can be 
drawn from Table 2, which shows some 
correlation between the size of the 
North-South wage differential and the 
differential in labor efficiency or output 
according to the replies. It may also 
seem to draw support from the fact 
that some concerns replied that skilled 
labor (for which southern wage rates 
equaled northern rates) was as efficient 
in the South as in the North, whereas 
the same firms considered semiskilled or 
unskilled labor, subject to the greatest 
North-South wage differential, to be 
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TABLE 2 
LABOR EFFICIENCY AND OUTPUT COMPARED WITH NORTH-SOUTH 


WAGE DIFFERENTIAL, INTERREGIONAL CONCERNS* 








Firm No. 


Southern Wages 
Relative to 
Northern for 

Comparable Jobs 


Labor Efficiency in South 
Relative to North under 
Same Nonlabor 
Circumstances 


Actual Output per 
Man-Hour in South 
Relative to North for 
Comparable Operations 


Years to 
Which 
Answers 
Apply 





Conm NOM SW WD 





5-10% higher 
Same 
Same 
Same 
Same 
Same 
Same 


Slightly lower 
Slightly lower 


Generally some- 
what lower 
Somewhat lower 

7% lower 
7. 2% lower 
About 9% lower 


10% lower 
10% lower 


10% lower 
10% lower 


10% lower 
10% lower 
10% lower 
13% lower 
14% lower 
14% lower 
15% lower 
15% lower 
15% lower 
About 15% lower 
16% lower 
15-20% lower 
19% lower 
20% lower 
20% lower 


21% lower 
21% lower 
20-25% lower 
20-25% lower 
25% lower 
25-30% lower 
28% lower 
30% lower 





5-10% higher 

Same 

Same 

Same 

Same 

Same 

4 plants the same; 
2 plants 25% lower 
me 

Skilled labor the same; 
common labor lower 

Generally not equal to 
North 

Same 

Same 

10% lower 

Skilled labor about same; 
lower for semiskilled 
and unskilled 

Same 

South slightly higher 


South much lower 

South lower with numer- 
ous exceptions 

15% lower 

25% lower 

10% higher 

South lower 

South higher 

Same 

Same 

20% lower 

10% lower 

15% lower 

10% lower 

5% lower 

Same 

20% lower 

Same 


Same 
Same 
30% lower 
Same 
Same 
20% lower 
33% lower 
30% lower 





5-10% higher 
Sa: 


4 plants the same; 
2 plants 25% lower 


Same 


Same 
Probably slightly 
higher in North 


Same 
South slightly higher 


South much lower 


10% lower 
25% lower 
10% higher 


10% lower 
Same 

10% higher 
20% lower 
10% lower 
15% lower 
10% lower 
5% lower 
26% higher 
20% lower 
Somewhat higher 


Same 
Same 


7 


30% lower 


15% lower 
25-33% lower 
30% lower 








1940-45 
1930-45 
1923-45 


1925-45 
1941 


All recent 
ears 
All years 


1935-40 
1930-40 


1931-45 
1929-39 


1942-45 
1942-45 





* Replies of only forty-one concerns contained enough data for inclusion in this table. 
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less efficient in the South than in the 
North. 


C. LABOR EFFICIENCY AND OUTPUT 


The replies to questions on labor effi- 
ciency and output are rather evenly dis- 
tributed, with answers from approxi- 
mately half of the firms questioned in 
each industry, except for “metals” and 
“miscellaneous.” Many firms undoubted- 
ly declined to answer because the head 
office lacked adequate data upon which 
to base a reply to the two basic ques- 
tions: 

3. Under normal peacetime conditions, how 
did labor in your southern plant(s) compare with 
labor in your northern plant(s) with respect to 
efficiency or effectiveness under comparable 
factory conditions and supervision? (This is 
intended purely as a measure of labor effort, 
ability, and speed, making allowances for any 
differences between the northern and southern 
plants in such nonlabor matters as equipment, 
management, etc.) 


5. Under normal peacetime conditions, how 
did the average output per man-hour or per 
man-day in your southern plant(s) compare with 
average output in your northern plant(s) for 
comparable operations? 


A firm’s answers to these two questions 
were markedly different in only four 
cases. 

It is difficult ‘to summarize the an- 
swers to the above two questions as set 
forth in Table 2, partly because some 
firms did not reply in exact percentages 
and partly because the answers should 
not be given equal weight. Some are 
based on detailed study and analysis; 
others are not much more than estimates 
by the management. Bearing this qual- 
ification in mind, Table 2 can be sum- 
marized as follows: Labor efficiency was 
reported to be higher in the South by 
4 firms, employing a total of 25,900 
workers in 35 plants in the North and 9 
plants in the South; labor efficiency was 


reported to be the same in the South as 
in the North in 18 firms (and in 4 out of 
6 southern plants of another firm), 
employing 489,000 workers in 126 north- 
ern plants and 47 southern plants; and 
labor efficiency was reported to be lower 
in the South than in the North by 18 
firms (and in 2 out of 6 southern plants 
of the firm previously mentioned), 
employing 366,000 workers in 246 north- 
ern plants and 107 southern plants. Two 
textile firms replying that labor efficiency 
was the same in both regions stated that 
output per man-hour was higher in the 
South, undoubtedly owing to greater 
work-loads. 

This summary indicates that the 
average employment per plant was 
about 1,000 for firms reporting lower 
labor efficiency in their southern plants 
compared with an average of about 
2,800 workers per plant for firms report- 
ing the same labor efficiency in both 


regions. Firms in the food industry, 
however, are in part responsible for the 
relatively low employment per plant for 
firms reporting lower labor efficiency in 
the South; the average is raised from 
1,000 to 1,500 per plant if food firms are 


excluded. For the 4 firms reporting 
higher labor efficiency in their southern 
operations, average employment per 
plant is only about 600 workers. 

The distribution of the replies to 
Question 3 on labor efficiency, summa- 
rized by industry, is indicated in Table 3. 
The industries in which southern labor 
is reported as having a fairly high 
efficiency relative to the North are tex- 
tiles, autos and aircraft, paper and pulp, 
and, to a lesser extent, building materi- 
als and furniture and plywood. The 
replying firms reporting the lowest rela- 
tive efficiency for their southern plants 
were in the food and clothing industries. 

Both Tables 2 and 3 indicate some 
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general relationship between the size of 
the North-South wage differential and 
any North-South differentials reported 
to exist in labor efficiency. Thus, in 
Table 3 paper and pulp, and auto and 
aircraft firms report relatively high labor 
efficiency in the South, whereas food 
firms and, to a lesser extent, hosiery and 
rubber, with large wage differentials, 
generally report relatively low labor 


of the two hosiery firms, the two rubber- 
tire firms, the two chemical firms, and 
the two metals concerns can apparently 
be explained only by local circum- 
stances—mainly, one suspects, local 
management. Both the two hosiery con- 
cerns and the two rubber concerns have 
their head offices and main plant in the 
same northern city, and their southern 
plants, particularly in the case of the 


TABLE 3 


LABOR EFFICIENCY IN SOUTH RELATIVE TO NORTH, BY 
INDUSTRY FOR INTERREGIONAL CONCERNS 








No. of 


Industry eee 


Average N-S Wage 
Differential 


Labor Efficiency in South 
Relative to North 








Textile 7 


Hosiery . 2 
4 South 9% lower 


Autos and aircraft.... South 6% lower 


South 8% lower 
Chemicals 

Paper and pulp...... 
Building materials. ... 


South 7% lower 








South 12% lower 


South 22% lower 


South about 25% lower 


South about 12% lower 
South about 5% lower 


South 11% lower 
South about 10% lower 


South 21% lower 


3 same, 2 South higher, 1 South 10% higher, 
1 South 10% lower 

1 same, 1 South 30% lower 

1 same, 1 South lower, 1 South 20% lower, 
1 South 25% lower 

2 same, 1 concern with 4 plants same and 
2 plants lower 

1 same, 1 South 20% lower 

1 firm with skilled same and unskilled lower in 
South, 1 South 10% lower 

1 same, 1 South 20% lower 

1 same, 1 skilled labor same and common la- 
bor lower, 1 South 5 to 10% higher, 1 South 
generally not equal to North 

4 same, 1 South lower, 1 South 10% lower 

1 same, 1 South 15% lower 

2 same, 1 South much lower 

1 South 5% lower, 1 South 15% lower, 1 South 
30% lower, 1 South 33% lower 











efficiency in southern plants. The first 
six firms in Table 2 show a marked 
correspondence between wage policy and 
labor efficiency. However, there are 
numerous striking exceptions in Table 2, 
in which the firms are listed in order of 
the reported relationship of wages in 
their southern plants to wages in their 
northern plants. For example, Firms 
31, 33, 34, 35, and 39, paying average 
wage rates of from 19 to 25 per cent 
lower in the South for all comparable 
jobs, reported the same labor efficiency 
in their southern as in their northern 
plants.*$ 

The marked differences in the answers 


*: The North-South wage differentials represent 
the companies’ replies to the question: “For all 
comparable jobs, how would the average of the wage 
rates now paid by your company in its southern 
plant(s) compare with a similar average for its 
northern plant(s)?” The relationship between wage 
differentials and labor effectiveness presumably 
would be closer for a single industry in one region. 
A study of output per man-hour in twenty-nine 
southern carded cotton-yarn mills, producing yarn 
with reported value of 27.0-29.9 cents per pound in 
1935, showed a close relationship between average 
hourly wages and output, with output increasing 
from 4.79 pounds of yarn per man-hour for the 
three establishments paying average wages under 
27.2 cents an hour to 6.96 pounds of yarn per man- 
hour for the four establishments paying average 
hourly wages of 35.4 cents and over (see A. F. 
Hinrichs, Wages in Cotton-Goods Manufacturing 
[U.S. Bureau of Labor Statistics Bull. 663 (Washing- 
ton, 1938)], p. 53). 
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hosiery concerns, are located near one 
another and in the same type of com- 
munity. The North-South wage differ- 
ential is about the same for both of the 
hosiery and for both of the rubber firms 
(namely, 21-23 per cent for hosiery and 
25-28 per cent for rubber), and the 
hosiery firms both opened up their 
southern plants at about the same time 
in the late 1930's. 

All except two of the firms replying to 
the questionnaire had their head offices 
in the North, and persons familiar with 
the top management of southern branch 
plants of large concerns are aware of the 
extent to which such plants in the South 
are headed by northern managers. From 
personal experience, the author is con- 
vinced that differences in management 
are an important factor in explaining 
the contrasting experience of some of 
these reporting firms whose circum- 
stances have been so similar. 

Further light is shed on reasons for 
the wide variations in answers by the 
following sample of quotations, which is 
fairly representative: 

Have no reason to believe southern workers 
any slower than northern workers in similar 
circumstances. In fact, as a general statement 
based on experience, would say there is no 
difference. Owing to higher wage scales in 
North, there is probably a wider use of incen- 
tives and closer control by management to ob- 
tain greater effectiveness of labor. [Six plants in 
the South.] 


We have found it impossible to expect the 
same continued output as in the North. Our 
belief is that this is fundamental psychologi- 
cally. [Five plants in the South.] 


In general, we find southern labor equally 
efficient and in many respects more interested 
in their work. [Two plants in the South.| 


Efficiency of southern labor in general has 
not been equal to that of northern labor, the 
difference appearing to be due to the following 
factors: (a) high illiteracy in the South, (6) rel- 
atively poor health in the South, (c) inexperi- 


ence in industry, and (d) racial factors. It is 
our belief that, with improvement in illiteracy 
and health, with a rising standard of living, 
southern efficiency will tend to approximate 
northern, for whites. For Negroes, on the 
average and only for unskilled or semiskilled 
jobs, it appears probable that a new attitude is 
required before efficiency equal to that of north- 
ern whites is likely. [One plant in the South.] 


While production is about the same, lack of 
labor difficulties gives the South an advantage. 
[One plant in the South.] 


In 1937 and 1938, two plants were started, 
but the workers were not textile-minded, so 
that it has required more and more super- 
vision—at least three or four times the normal. 
There has been a terrific turnover because, 
after they make a little money, they quit. 
They do not seem to have the desire to earn 
money more than their living needs require. 
On account of their inefficiency and the extra 
supervision that is necessary, the costs at 
present in the South are practically equal to 
what they are in our northern union plants. 
The quality in the southern plant is not as 
good. [Two plants in the South.]} 


Our experience has been that, while there is 
some variation between plants in regard to 
efficigncy, we have always considered it more or 
less Hue to plant layouts, our supervisory 
organization, and the type of manpower avail- 
able, which we are sure is not brought about by 
the fact that the plant is located in any par- 
ticular section of the United States as far as 
climate is concerned. As a matter of fact, our 
operation in — Texas is one of the most 
efficient we have, while at locations in large 
industrial areas, such as New York, Chicago, 
and Detroit, we have never been able to obtain 
the type of labor we have in Texas and 

Minnesota. [Six plants in the South and 
over 100,000 employees. ] 


Many firms apparently did not differ- 
entiate between Questions 3 and s. 
Eight firms did, however, answer the two 
questions differently. The replies of 
seven of them state that, compared with 
the North, actual output per man-hour 
in the South has been greater than com- 
parative labor efficiency would indicate. 
Presumably that result is due either to 
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greater work-loads or to better equip- 
ment in the southern plants of those 
concerns. Indeed, of the six concerns 
reporting higher output per worker in 
the South, two stressed the fact that 
work-loads were greater in the South 
(“Workers are not so afraid to take 
additional work assignments”), and the 
third stated that “southern white work- 
ers respond very cordially to the stim- 
ulus of wage incentive plans.”"* This 
last statement tends to contradict one 
of the above quotations. 


TABLE 4* 


AVERAGE MONTHLY QUIT RATE 
PER 100 EMPLOYEES 











Period South North 
January and February, 1941...| 3.32 3.90 
January and February, 1942...| 2.85 1.95 
May-October, 1942........... 5-73 7.40 
January-December, 1943...... 7.17 5.50 
January—September, 1944......| 7.17 4.01 











* Source: U.S. Bureau of Labor Statistics. 


Four firms mentioned that their 
turnover and absenteeism was higher in 
the South. The only regional turnover 
rates that the United States Bureau of 
Labor Statistics has prepared are for 
cotton icxtile mills. The average month- 
ly quit rate per 100 employees by 
regions is shown in Table 4. This quit 
rate has varied widely in recent years in 
cotton textiles, with the rate in the North 
exceeding that for the South at times. 
However, the South’s rate appears to 
have been increasing relative to that of 
the North since 1942. Whether the rela- 
tively high quit rate in cotton textiles in 
the South will prove to be only a war- 
time phenomenon is difficult to foretell. 

%4The president of a firm replying but not 
answering the questionnaire has stated that the 
output per worker in his company’s southern plants 


far exceeds the output per worker in his northern 
plants. 


Of the four concerns reporting higher 
absenteeism in the South, two were op- 
erating only new war plants in that 
region. 


D. STANDARDS OF ACHIEVEMENT AND 
ALLOWANCES 


As a further indication of the experi- 
ence of the companies questioned, as 
well as a check on other answers, they 
were asked: 

4. In setting piece rates by time-study 
methods, has it ever been necessary to use 
different standards of achievement or different 
allowances for fatigue, etc., in your southern 
plant(s) from the standards or allowances used 
for your northern plant(s)? If your answer is 
“Yes,” please give reasons. 


The question was left unanswered by 
13 companies, 10 of them stating that 
they do not use piece rates. Of the 34 
firms answering the question, 27 said 
that their standards of achievement and 
allowances were no different in the 
South than in the North, 1 stated that 
its production standards were a little 
higher in some instances in the South, 
1 replied that its “allowances, if any- 
thing, have been more liberal’ in its 
southern plants, and 5 answered that 
their standards or allowances were 
different for their southern plants. The 
reasons given by these 5 firms (“lack of 
efficiency and effort,” “southern labor 
does not equal achievement of northern 
labor in quantity or quality in most 
departments,” “southern workers like 
to idle around,” or no answer at all) 
seem to indicate that the person re- 
plying may not have _ understood, 
and therefore not really answered, this 
question. 

It is interesting to note that, of the 
27 firms replying that they had the same 
standards of achievement and allowances 
in the South as in the North, 13 reported 
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the same labor efficiency in both regions, 
1 reported higher labor efficiency in its 
southern mills, and 13 reported labor 
efficiency in southern plants from 7 to 
25 per cent below their northern plants 
(4 of these firms reported labor effi- 
ciency in their southern operations from 
20 to 25 per cent below that for their 
northern operations). 


E. RATIO OF LABOR TO EQUIPMENT 


To find out whether these firms 
followed different policies in their use of 
labor in the South and in the North, 
they were asked: 

Have lower wages in the South themselves 
caused your company to use production tech- 
niques or methods in its southern plant(s) 
that require more labor and less machinery than 
the proportion of labor to machinery used in 
its northern plant(s)? If so, on what percentage 
of total production operations? 


To an economist brought up on the 
traditional doctrine regarding the use of 
cheap factors of production and saving 
on the more expensive ones, the answers 
to this question were extremely en- 
lightening. Of the 44 replies, 42 flatly 
answered ‘‘ No” —there was no difference 
in the proportion of labor to machinery 
in use in their southern and in their 
northern plants. One of these 42 answers 
was qualified by the statement: “No, 
but more supervision is required in our 
southern plants.” Two firms, instead of 
replying “‘ Yes” or “No,” stated: “In all 
locations use of machines versus labor 
is a question of return on investment,” 
and “Our company has not diligently 
used production techniques because of 
lower wages in the South; on the other 
hand, the increase in southern wages at a 
higher ratio than in the North is now 
placing more emphasis on labor-saving 
equipment in the South.” These two 
companies had declined to answer most 


of the other questions, claiming that 
their operations were “‘not comparable” 
or “sufficiently alike” between regions, 
so that no figures are available on com- 
parative labor efficiency or output per 
worker for them. 

The corporation executives answering 
the questionnaire were apparently un- 
familiar with the textbook notions of 
how they are supposed to calculate and 
operate. One of them simply stated: “In 
the construction of our southern plant 
the fact that lower wages existed in the 
South did not influence our thinking with 
regard to the machines and processes 
which were installed.” Some answers 
seemed to imply that the question was 
academic or naive. For example, one 
executive replied: “Definitely no. The 
most efficient equipment available is 
used in each location.” 

The representativeness of the sample 
may, of course, be questioned. Large 
firms with plants in many localities may 
find it too troublesome and expensive to 
attempt to vary the type of equipment, 
the production methods, the nature of 
the product, and the proportion of 
productive factors employed, from plant 
to plant. Also for industries like oil and 
paper and pulp, labor costs are such a 
small percentage of total costs that they 
are not one of the important consider- 
ations in determining methods and 
technique, although that would hardly 
seem to be the case for firms in the 
furniture industry or in certain branches 
of the clothing and textile industries. 

As the southern plants of many of 
these concerns have been constructed 
within the last twenty years, they are 
often more modern in design and equip- 
ment than their northern plants. One 
nation-wide company, for example, stated 
that its most efficient plant is located in 
the South. Indeed, census data for 1937 
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indicate that, in 105 manufacturing 
industries, the South uses 15 per cent 
more electric energy per man-hour than 
the average for the 21 North and North 
Central States (the “lower” South even 
uses slightly more than the average for 
the eleven western states). The South 
exceeded the North in the use of electric 
energy per man-hour in such industries 
as cotton textiles, rayon, hosiery, knitted 
wear, steel works and rolling-mill prod- 
ucts, and petroleum." 


II. OPINIONS OF CONSULTING MANAGE- 
MENT ENGINEERS AND UNION 
OFFICIALS 


In addition to firms operating both in 
the South and in the North, data were 
obtained from ten industrial engineering 
concerns that have done consulting work 
in both regions and from eight labor 
unions with locals in both regions. 

A. ENGINEERING CONSULTANTS 

Questions were asked of sixteen en- 
gineering concerns that have operated in 
both regions. Six of them declined to 
attempt answers to the questions on the 
grounds that their experience in the 
South was too restricted in time or 
coverage to provide sufficient data for 
regional comparisons. 

The bulk of the experience of the 
remaining ten consulting firms in the 
South was in various branches of the 
textile industry, although one firm based 
its answers on the furniture industry, 
another on the foundry industry, and a 
third firm answered each question sep- 
arately for three different industries 
(textiles, food packaging or food proc- 
essing, and heavy industry or durable 
goods). Consequently, there are more 
than ten answers for some of the ques- 

%sSee Man-Hour Statistics for 105 Selected In- 
a Census of Manufactures, 1937 (Washington, 
1939). 


tions.* Correspondence was supplemen- 
ted by personal interviews for five of the 
consulting concerns. 

The first question was similar to one 
asked of companies with plants in both 
regions: “‘In setting piece rates for com- 
parable jobs, have you ever found it 
necessary to use lower standards of 
achievement or greater allowances for 
fatigue, etc., in plants in the South than 
in plants in the North?” Ten answers 
were “‘No,” and two consulting firms 
answered “‘Yes.”’ One of these consult- 
ing firms, basing its affirmative answer 
on low-priced furniture production, ex- 
plained: 

The workers did not show the same energy 
and interest in their work as comparable work- 
ers in the Midwest. They were considered low 
grade, were poorly paid, and were employed in 
an industry where low prime cost was considered 
necessary. One notable exception was a plant 
in Tennessee, employing mountaineers. They 
were so rugged, they did not seem to tire, and 
their production per man-hour was above that 
realized in comparable operations performed 
in Midwest plants. 


The other consulting firm that answered 
in the affirmative, basing its answer on 
the textile industry, stated: ‘General 
performances are slower and incentive 
influence slightly less effective.” 

In answering this question, one con- 
sulting firm wrote: 


We have made applications of our methods 
to all types of foundries in ten northern states 
and, prior to 1933, in [two southern] foundries. 
We used the same data in those two instances 
as we apply in the North. Our standards were 
identical. Our records show that the response of 
southern labor to our standards was in line with 
that of the North. From our limited experience 
in the South, I would say that the potential- 
ities of southern foundry mechanics and labor 
were on a par with those of the North. 

We also handled a group of food warehouses 
for a nationally known chain store, not only 


*6 One consulting firm wrote a long letter instead 
of attempting brief, direct answers to the questions. 
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throughout the North but also in [three south- 
ern states]. In the South the same labor effec- 
tiveness was secured as in the North. 


The second question read as follows: 
“Under comparable conditions and for 
comparable jobs, how does output per 
man-hour or per man-day in manu- 
facturing in the South compare, on the 
average, with the same kind of output 
per man-hour or per man-day in the 
North?” Of twelve answers, two said 
that the output in the South was higher, 
six that output was the same for both 
regions, and four that output was lower 
in the South. The same consulting firm 
accounts for three of these answers, 
having replied “about 8 per cent higher” 
in the South for textiles and “about 10 
per cent lower” in the South for food 
packaging or food preparing and “about 
10 per cent lower” for heavy manu- 
facturing or durable goods. In elaborat- 
ing on its answer, that consulting firm 
stated that labor productivity in tex- 
tiles was higher in the South in part 
because the textile mills there got a 
better selection of workers, drawing 
from whole towns, whereas in New 
England textile workers were largely 
from the “lowest mental section of the 
population.” Other reasons given for 
higher labor productivity in the South 
were: the labor supply is more homo- 
geneous in the South; southern labor is 
easier to reason with and to teach be- 
cause of its native intelligence; and 
southern labor is more willing to accept 
greater work-loads.’’ All these reasons 
apply to the textile industry. 


7 In his opinion in the twenty-three southern, 
twenty-five New England, and six New York and 
Pennsylvania textile companies cases (written 
March 9, 1945, and released March 18, 1945) 
George W. Taylor, chairman of the National War 
Labor Board, stated: “The work-loads in the South 
are generally greater than in the North” (release 
B-1963B, p. 13). 


The following two answers are typical 
of the consulting firms replying that 
labor efficiency and output are the same 
in both regions under comparable con- 
ditions: 

We don’t find any difference in the ability 
of labor to produce providing management 
furnishes the right kind of leadership. 

Generally we obtain exactly the same per- 
formance from southern as from northern labor. 
Any differential in the effectiveness of labor is 
due to management in the South. 


One consulting firm, replying that 
labor output in textiles was from 2 to 5 
per cent lower in the South than in the 
North, went on to explain its answer as 
follows: 


We have found that under what could be 
considered carefully planned conditions there 
is little or no difference between the results 
obtainable from operatives in either northern or 
southern mills. We have found, however, that 
in Georgia, lower Alabama, and a part of Ten- 
nessee, as well as Louisiana, there is a distinct 
difference in midsummer, which is more or less 
understandable. The extreme heat and the long 
periods of high humidity have a wearing-down 
effect on operatives which makes itself felt in 
their unit times and resulting production. 


Another of the four firms reporting 
lower average output in the South replied 
for the textile industry: 


The output per man-hour for comparable 
jobs will average about 10 per cent higher in 
the North than in the South because most of 
the northern plants for many years have been 
on an incentive-paying basis, while the em- 
ployees in most southern plants are paid a stand- 
ard wage and so do not strive for the highest 
working efficiency because they gain nothing 
by rushing. 

The employees in the South are capable of 
producing fully as much production as the em- 
ployees in the North, all conditions being equal. 


Levels of wage rates in the “lower” 
South tend to be somewhat below those 
in the “upper” South (North Carolina, 
Virginia, Tennessee, and Kentucky). 
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For that reason, the consulting firms 
were asked whether there were “any 
differences in labor efficiency or labor 
productivity between the ‘upper’ South 
and the ‘lower’ South.” Of the eight 
firms replying to this question,” six 
answered “No.” The reply of one firm 
answering “Yes” is quoted in the pre- 
ceding paragraph. The other explained 
its answer as follows: 

A larger percentage of the employees in the 
“upper” South working in textile plants, con- 
fine themselves to working in the plants only, 
and do not do other work. The farther South 
one goes, the more they help work on farms 
and do other rough, outside work. This causes 
their hands to be rough and fingers stiffer, and 
many of them are worn out before they go into 
the plant. There is a lower percentage of this 
type of employee in the “upper” South in most 
sections. 


Answers already quoted indicate that 
management has an important influence 
on labor output. The consulting firms 
were asked their general opinion of 
plant management in the South com- 
pared with the North. The answers of 
six consulting firms indicated that, on 
the whole, they considered management 
less effective in the South than in the 
North. Only one consulting firm was of 
the opinion that southern management 
was equal to or perhaps superior to 
northern management, and its answer 
was confined to textiles. Some of the 
answers were: 

Management in the South is a little more 


prone to procrastinate and is slightly less open- 
minded in accepting new ideas. 


The greatest hindrance to good management 
in the South has been the plentiful supply of 
cheap labor. Since this condition no longer 
exists, there is much more interest in using 
labor economically than there was. 


#8 Those not answering stated they did not have 
sufficient experience within sections of the South to 
reply to the question. 


Department supervision is less effective in 
the South. Foremen or overseers in southern 
mills generally are not well trained. 


The general level of management both North 
and South is rapidly equalizing itself. The 
southern mills as a whole are rapidly catching 
up and in many instances are passing the 
quality of management found in northern mills, 
In a great many mills college-trained men, 
especially those from the textile colleges, start 
in as second hands and stay on as overseers and 
superintendents, while in the northern mills 
only a small percentage of the key men are 
college graduates. This change is bound to 
make itself felt, and we notice it already in 
many mills. 


In support of the contention that 
labor in the South is potentially equal to 
labor in the North, more than one con- 
sulting firm pointed to experience in 
athletics and in the armed services or of 
workers in northern plants who have 
migrated from the South. Indicative of 
such statements is the following: 


Our clients in southern Ohio and Indiana 
are using Kentucky and Tennessee labor that 
has migrated there. They seem to hold up their 
end on labor assignments. If any great difference 
exists between the workers or the youth of the 
South and the North, apparently the direct- 
ing heads of our armed services are not cog- 
nizant of it. The South seems to furnish more 
than its share of professional baseball and foot- 
ball players, and any abnormality exhibited 
there is on the plus side." 


B. UNION OFFICIALS 


In reply to a series of questions, 
officials of eight unions” in seven 
different industries stated that, judging 


19 The head office of this consulting firm is located 
in the Great Lakes region, and most of its clients are 
in the North. 


2° Answers were obtained from union presidents 
for three industries, from research directors of unions 
for three industries, and from regional directors who 
have had long experience in both the North and the 
South for two industries. A number of other union 
officials were also asked and made statements con- 
cerning their experience and opinions. 
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from experience and scattered data, 
labor, given similar equipment, super- 
vision, and other nonlabor factors, was 
as effective in those industries in the 
South as in the North. At least two of 
these unions apparently have participated 
in time studies of labor in both regions. 
Answers for the other industries are 
largely based on personal experience, on 
statements of workers and company 
officials, and on government, trade- 
association, or other data. 

Elaborating on their answers, union 
officials in two industries stated that 
labor efficiency was, if anything, higher 
in the South than in the North. In three 
other industries labor officials contended 
that there was no practical difference in 
labor effectiveness because the same 
kind of equipment was used in the North 
as in the South and that labor in those 
industries was largely paced by ma- 
chines. In addition, in the cement in- 
dustry it was said that the same corpo- 
rations have plants in both regions and 
that managing personnel is interchanged 
between regions, which helps to develop 
the same effectiveness with the same 
equipment in the South as in the North. 

Like some of the consulting engineers, 
union officials in a number of industries 
contended that any differences in labor 
output were largely due to differences in 
management or in equipment. For that 
reason, some of them found it difficult to 
generalize concerning comparative labor 
effectiveness and labor output per man- 
hour. Regarding actual labor output un- 
der normal peacetime conditions, the 
answers of union officials for three in- 
dustries can be summarized as follows: 
In some cases output per man-hour in the 
South is far below the North, in many 
instances it is the same, and in certain 
instances it is higher than in the North. 
In some sections of the South, neither 


the ability nor the speed of workers is 
equal to that in the North. However, 
there are fairly important plants in the 
South that have, through the years, 
established enviable production records 
in terms of quantity and quality of out- 
put per worker. 

Other union officials simply replied 
that, under normal peacetime conditions, 
“there is no differential in regard to 
effort, ability, speed, or relative effec- 
tiveness between workers in the South 
and in the North in this industry,” or 
“in our industry the actual average out- 
put per man per hour in the South is 
comparable to that in the North.” 


Ill. CONCLUSIONS 


The following conclusions can be 
drawn from the experience of the forty- 
odd interregional concerns, the ten 
industrial consulting firms, and the 
eight labor unions, discussed in detail 
above. 

1. A large section of southern labor, 
spread over a variety of industries, is 
equal in efficiency or productivity to 
northern labor employed by the same 
companies or in the same industries. 
Of forty-one interregional concerns with 
881,000 employees, twenty-three (with 
515,000 employees) reported labor effi- 
ciency in the South equal to or in excess 
of labor efficiency in the North; a ma- 
jority of those twenty-three concerns pay 
wage rates in the South averaging from 
10 to 25 per cent lower than in the North. 
Of twelve replies received from engineer- 
ing consultants operating in both regions, 
eight stated that labor productivity in 
the South was equal to or greater than in 
the North under comparable conditions. 
The experience of the interregional firms 
seems to indicate that, compared with 
the North, the rating of the South is 
relatively higher in terms of actual out- 





74 RICHARD A. LESTER 


put per man-hour than in terms of labor 
efficiency under comparable conditions, 
probably due in large part to greater 
work-loads per employee and to newer 
plants in the South in some industries. 

2. There appears to be some, though 
not close, relationship between regional 
wage differentials and any differential in 
labor efficiency and output (see Tables 
2 and 3). Reduction in, or absence of, a 
North-South wage differential presum- 
ably stimulates management in the South 
to increase labor effectiveness. However, 
many firms with southern wage rates 
averaging 10-25 per cent below north- 
ern wages for comparable jobs report 
the same labor efficiency in the South as 
in the North. 

3. Length of operating experience in 
the South and quality of management, 
including personnel and incentive pro- 
grams, seem to be important elements in 
explaining the widely varying experi- 
ence of the interregional firms replying 
to the questionnaire. The head offices 
and the top management of most of those 
firms are located in the North. Firms 
with longer experience in the South and 
in lines well established in that region, 
like cotton textiles, paper and pulp, 
furniture and building materials (ex- 
cluding lumber), generally reported that 
labor efficiency and output in the South 
were equal to, or closely approached, 
labor efficiency and output in the North. 
An exception to this statement are firms 
in the food industry, in which the North- 
South wage differential is large. In this 
connection, the opinion of the consult- 
ing engineers that the quality of in- 
dustrial management in the South, with 
many exceptions, of course, is generally 
below that in the North is significant. 

4. Despite their varied reports on 
labor efficiency and actual output per 
worker, the interregional firms state in 


overwhelming numbers (twenty-nine 
out of thirty-four) that, in setting piece 
rates by time-study methods, they use 
the same standards of achievement and 
the same allowances for fatigue, etc., in 
the South as in the North. Ten out of 
twelve replies from the engineering 
consultants stated that they also used 
the same standards with the same re- 
sults in both regions. 

5. The interregional firms reported 
almost unanimously (forty out of forty- 
two) that lower wage rates in the South 
did not cause them to use production 
techniques or methods in their south- 
ern plants that require a higher propor- 
tion of labor to machinery than that 
used in their northern plants. This is 
surprising in view of the fact that in 
seventeen of these firms, for all com- 
parable jobs, southern wage rates av- 
eraged 15-30 per cent below northern 
wage rates. 

6. Regardless of the fact that wage 
levels tend to be lower in the “lower” 
South than in the “upper” South, six 
out of eight consulting firms with ex- 
perience in both sections stated that 
there were no differences in labor 
efficiency or labor productivity between 
those two parts of the South. An attempt 
to discover general differences in the 
answers of the forty-odd interregional 
concerns by classifying them according 
to the location of their southern plants 
in the “upper” or “lower” South proved 
fruitless. 

7. The consulting concerns and union 
officials are almost unanimous in their 
opinion that labor in the South is 
potentially as efficient as labor in the 
North and that any regional differences 
in labor productivity are due to differ- 
ences in management, equipment, meth- 
ods and habit patterns. 
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8. This study indicates how unreli- 
able it is to generalize about regional 
labor efficiency or output from the 
experience of individual concerns. Of 
seven interregional firms in cotton tex- 
tiles, three said labor efficiency in the 
South was higher than in the North, 
three replied that labor efficiency was 
the same in both regions, and one an- 
swered that labor efficiency was 10 per 
cent lower in the South. Of seven 
engineering consultants with extensive 
experience concentrated in cotton tex- 
tiles in both regions, one said that labor 
output under comparable conditions 
was about 8 per cent higher in the South, 
four replied that such output was the 
same in both regions, and two answered 
that it was from 2 to 10 per cent lower 
in the South. 

g. The contention that marked region- 
al wage differentials are due to differ- 


ences in the physical output of labor is 
not supported by the findings of this 
study. Actual output per man-hour was 
reported to be higher in the South for 
five interregional concerns whose south- 
ern rates of pay, as a group, average 15 
per cent below their northern rates, and 
labor output was stated to be the same in 
the South as in the North for eight inter- 
regional firms with an average North- 
South wage differential of 16 per cent. 
Any relationship between North-South 
wage differentials and labor-productiv- 
ity differentials is, therefore, very ten- 
uous and uncertain. 

10. Differences in labor efficiency and 
productivity apparently are not a fun- 
damental factor in regional differentials 
in wage rates. Such wage differentials 
must, for the most part, be explained on 
other grounds. 


PRINCETON UNIVERSITY 
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THE PURE THEORY OF THE GUARANTEED ANNUAL 
WAGE CONTRACT 


WASSILY LEONTIEF 


purpose of this note is to show that 
| the so-called guaranteed annual wage 
contract establishes a market relationship 
fundamentally different from that which un- 
derlies the conventional wage-rate contract 
and to indicate the implications of this dif- 
ference in terms of the pure theory of ex- 
change. 

To bring out the main line of argument 
as Clearly and as simply as possible we ap- 
proach the question as a general problem of 
exchange of two commodities (commodity 
A and commodity B) between two groups 
of individuals. Without distorting the cen- 
tral theoretical issue involved, we can fur- 
ther simplify the analysis by assuming that 
each group consists of essentially identical 
individuals, that is, individuals with identi- 
cal preferences in their choice among all the 
possible combinations of the two commodi- 
ties and also endowed prior to the establish- 
ment of exchange relationships with the 
other group with the same amount of their 
particular “stock in trade.” 

These assumptions make it possible to 
reduce the discussion to a consideration of 
exchange between two individuals—one 
representing the “average” member of the 
first and the other the “average” member of 
the second group. The average in this in- 
stance is strictly identical with any and 
every other member of the group which he 
represents, since, whether competing with 
each other on equal footing or banded to- 
gether in a single monopoly, they will act in 
exactly the same way. 

With the help of conventional Edge- 
worth-Pareto notation, the basic data of our 
problem can be depicted by two super- 
imposed sets of indifference lines (see Fig. 
1). One set with its origin, i.e., its zero point, 
in a is represented by the curves conforming 
in their shapes to c/p, while the other with 
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its zero point at 5 consists of lines with op- 
posite curvature similar to that of ceg. The 
two sets are superimposed in such a way 
that point c indicates the original position 
of both representative individuals, the dis- 
tance ac showing the amount of commodity 
A in possession of the first and the distance 
bc indicating the amount of commodity B 
in the hands of the second. Before the ex- 
change has taken place, the first man has no 
B and the second does not own any A. The 
broken curve cthd is the offer curve of seller 
(i.e., the original owner) of A. The point h 
located on this curve shows, for example, 
that, facing a given “price” of “ck/kh units 
of A per unit of B” and being free to acquire 
any amount of B he might wish to buy, the 
seller of A would buy &h units of B in ex- 
change for ck units of A: In hk he reaches a 
higher indifference curve than in any other 
point on the given straight price line ch. 
The broken curve cgdi is the similarly de- 
rived offer curve oT tke seller of B (i.e., the 
potential buyer of A). 

If perfect competition prevails on both 
sides, the resulting exchange will lead to an 
equilibrium position marked by the inter- 
section point d of the two offer curves. 

If the sellers of B form a monopolistic 
combination while competitive conditions 
prevail among the sellers of A, two different 
types of market contracts can be distin- 
guished—each one resulting in a different 
equilibrium situation. 

Under conditions of the conventional 
type of marketing, the monopolist is able to 
set the price and the buyer to determine 
freely the amount of his purchase. The 
monopolist—taking into account the reac- 
tion of the buyers—obviously establishes 
that price which leads-to an equilibrium 
position more advantageous to him than 
any other position corresponding to some 
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other price. In terms of our graph that 
means that the monopolistic seller of B can 
choose any point located along the offer 
curve cthd of his potential customers. His 
choice will obviously fall on point 4 situ- 
ated on his indifference line mhin; any alter- 
native position along the offer curve chd 
would place him on a “lower’’ level of his 
particular preference system. The monopo- 
list brings about this particular equilibrium 
position by quoting the price of ck/kh units 
at A per unit of B and letting the buyers 
(of B) freely choose kh as the amount the 
purchase of which places them at point h, 
ie., on the highest indifference curve vhiw 
of their own preference system attainable 
along the given straight price line ch. 

The second method of trading is exempli- 
fied by the “guaranteed annual wage” con- 
tract. The great variety of labor contracts 
described by this term has one common 
characteristic: they fix not only the wage 
rates to be paid but also include a guaranty 
of a certain minimum total wage bill, that is, 
they commit the employer to maintenance 
of a specified minimum labor force, a pur- 
chase of a certain minimum aggregate 
amount of labor-hours or labor-days. In 
those instances in which the actual amount 
of labor hired by the entrepreneur (at the 
contractual wage rates) happens to exceed 
the stipulated minimum, the guaranty 
clause of the contract does not represeht an 
effective limitation of his freedom of action. 
Thus the resulting supply-demand relation- 
ship does not differ in this case from that 
which would be established under a con- 
ventional labor contract fixing the same 
wage rate but leaving the decision concern- 
ing the number of workers to be hired en- 
tirely in the hands of the employer. The 
preceding analysis of conventional “price- 
setting” monopoly with “free” quantity 
determination by the purchaser obviously 
applies also to such instances of ineffective 
employment guaranty. 

The market relationship becomes, how- 
ever, radically different as soon as the 
guaranty becomes really effective—as soon 
as the employer finds himself obliged to use 


a larger number of workers than he would 
have chosen to hire, at the contractual wage 
level, in the absence of the aforementioned 
employment guaranty. 

It is this type of market situation—in 
which the labor contract effectively re- 
stricts the freedom of entrepreneurial de- 
cision not only in respect to the price but 
also the amount of labor to be hired—which 
leads to a new kind of market equilibrium 
radically different from that explained by 
the conventional monopoly theory re- 
viewed above. 


c 














® Fic. 1 


An effective guaranteed annual wage 
contract permits the monopolistic seller not 
only to quote the price but also to force the 
buyer to/purchase a total amount exceeding 
that which he would have acquired at that 
price of his own free choice. In our example 
the buyers of B are faced with the alterna- 
tive of either taking one particular amount 
of this commodity at a particular price— 
both named by the seller—or abstaining 
from all exchange. Such a “take it or leave 
it” proposition means for them a choice be- 
tween two and only two combinations of 
commodities: that which would result from 
acceptance of the joined price-quantity 
offer and that which they have in their pos- 
session before any trading has taken place. 
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In terms of our graph it is a choice between 
location at point ¢ or at one other point in 
the rectangular field of the diagram (the 
joint price-quantity offer can obviously be 
stated in terms of the total amounts of A 
and B to be exchanged). In general, any 
price-quantity offer which places the re- 
sulting equilibrium position to the right of 
the indifference line ¢fp, on which point c 
is located, will be accepted, while any offer 
leading to a point situated to the left of this 
indifference line will be rejected by the 
prospective buyers of B. 

What offer will the monopolistic seller of 
B actuaily put forward? Obviously that 
which among all the offers still acceptable 
to the other contracting party will place him 
on the highest possible indifference line of 
his own preference system, i.e., an offer 
which will locate the equilibrium point to 
the right of the curve cfp and as near as 
possible—that is infinitesimally near—to 
point f at which that curve is tangent to his 
own indifference line rfs. To attain this re- 
sult, the monopolist will offer to sell not less 
than /f units of B at the price of cl//f units 
of A per unit of B. The fact that both the 
price and the quantity involved are stated 
by the seller is of fundamental significance. 
Had he quoted the price and let the buyer 
choose freely the amount of the purchase, 
the latter would have stopped along this 
particular price line céf at point ¢ rather than 
point f. 

The comparison of the two equilibrium 
positions—one at /4 and the other at f— 
resulting from the two types of monopolistic 
marketing demonstrates that, by including 
in his offer both the price to be paid and the 
quantity to be purchased,' a monopolist can 
drive a harder and more profitable (from his 
point of view) bargain than by using the 
more conventional method of fixing only the 
price and letting the other contracting party 
determine freely the volume of the transac- 
tion or—as in the case of an auction sale— 
offering a fixed amount and letting the price 

* Strictly speaking, it is sufficient for him to 


stipulate the minimwm quantity which the pur- 
chasers have to take at the given price. 


be determined through free and independ- 
ent bidding of prospective customers. 

If, reversing the previous relationship 
the buyers rather than the sellers of B form 
a monopolistic combination facing a group 
of competing sellers, the ordinary price- 
fixing type of monopolistic action will es- 
tablish an equilibrium position in g—cor- 
responding to / in the case discussed above. 
A simultaneous price-quantity method of 
contracting would enable the combined 
buyers of B to push the equilibrium point as 
far as e which corresponds to f in the first 
case. 

It is a well-known proposition of “wel- 
fare economics” that a conventional mo- 
nopoly, while it shifts the market equi- 
librium in favor of the monopolist at the 
expense of the other side participating in 
the exchange, results in inefficient allocation 
of resources. The competitive equilibrium 
position in point d marks an efficient dis- 
tribution of the two commodities between 
the two groups of individuals involved in the 
sense that no other point exists in which 
both of them would at the same time be bet- 
ter off (i.e., would both be located on higher 
indifference lines of their respective sys- 
tems); any and every move away from 
d will necessarily reduce the utility level of 
at least one of the two parties involved. The 
equilibrium position in / resulting from a 
price-fixing (but not quantity-fixing) policy 
of the monopolistically organized sellers of 
B is, on the contrary, inefficient: by redis- 
tributing the commodities in such a way as 
to place the new position somewhere in 
the cigar-shaped area inclosed by the two 
indifference lines mhin and vkiw between the 
two intersection points & and i, it would be 
possible to improve the situation of both 
groups of individuals; both the sellers as 
well as the purchasers of B would find them- 
selves after such shift on a higher level of 
their respective systems of indifference lines. 

In terms of income distribution the 
“guaranteed quantity” type of monopo- 
listic action leads to a greater depar- 
ture from competitive equilibrium than 
the ordinary price-fixing kind. The shift 
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from the competitive equilibrium posi- 
tion in d to point A—resulting from conven- 
tional price-fixing monopolistic action by 
the sellers of B—means a gain to the latter 
and a loss to the sellers of A. A further shift 
to the equilibrium position in f which would 
be brought about if the monopolist could 
not only fix the price but also enforce a 
separate quantity “guaranty,” means a new 
gain for the seller of B and an additional 
real income loss to its buyer. 

Although marking, in terms of income 
distribution, a greater departure from com- 
petitive equilibrium than a conventional 
price-fixing monopoly, this compounded 
price-quantity type of monopolistic action 
leads, however, to establishment of perfect- 
ly efficient commodities allocation: The equi- 
librium location in f is efficient in the same 
sense as the competitive equilibrium point 
in d is efficient; no other point exists in the 
rectangle of our diagram in which both 
groups of individuals would simultaneously 
be better off than they are in f. A monopoly 
which combines price-fixing with quantity- 
fixing leads to efficient (which in no way 
necessarily means desirable) redistribution 
of income in contrast to conventional price- 
fixing or quantity-fixing monopoly which re- 
sults in inefficient redistribution. 

It is interesting to note that the second, 
i.e., the price-quantity type of monopolistic 
trading, is equivalent to the theoretically 
familiar procedure of perfect price discrimi- 
nation: By selling the first unit at the high- 
est, the second at a lower, the third at a 
still lower price, etc., the monopolist can 
and will establish a final equilibrium posi- 
tion identical with that which he can 
achieve through the device of a combined 
price-quantity offer. Leaving the formal 
demonstration of this proposition to the 
reader, it might be suggested that the 


* As in all points located on the “contract curve” 
afdeb, the “marginal rate of substitution” between 
the commodities A and B is in f as it is in d the same 
for both contracting parties. In d it is also equal to 
the price ratio of the two commodities, while in f 
this latter equality does not hold. 


graphic picture of the process of successive 
steps of discriminating exchange would en- 
tail a broken exchange path which originates 
in point c and, clinging as closely as possible 
to the purchasers’ “marginal” indifference 
line cfp, would lead him to the final equilib- 
rium point f, or, more correctly, to a point 
located on a somewhat higher indifference 
line in the infinitesimal neighborhood of /. 

The bearing of the foregoing theoretical 
observations upon the problem of guaran- 
teed annual wage contracts is obvious: The 
introduction of this néw type of trading in 
place of the conventional wage agreement 
signifies replacement of the conventional 
methods of wage determination by price- 
quantity type of bargaining. Such change ~ 
extends appreciably the magnitude of the 
maximum advantage which the stronger of 
the two contracting parties can obtain, at 
the expense of the weaker, through exercise 
of monopoly power. If the employers con- 
stituted the stronger side, this increased 
gain would be theirs. If the labor unions 
could secure for themselves a dominant 
bargaining position, they would definitely 
increase their distributive share by letting 
the total amount of labor to be hired as well 
as the wage rates to be paid become an ob- 
ject of collective bargaining. 

It is interesting to observe that the drive 
for guaranteed annual wages represents only 
one particular instance of the more general 
tendency to replace the conventional meth- 
od of monopolistic marketing—which al- 
lows the other party to the transaction to 
choose freely the amount which it will buy 
(or sell) at the given price—with a new kind 
of agreement which fixes both the total 
volume as well as the price of purchase. An- 
other notable manifestation of this new 
tendency can be observed in the field of 
international economic relations, where not 
only the prices of commodities to be ex- 
changed but also the volume of contem- 
plated transactions becomes a subject of 
negotiations and bilateral agreements. 


Harvarp UNIVERSITY 
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Cost Behavior and Price Policy. By the Com- 
MITTEE ON PRICE DETERMINATION, Na- 
TIONAL BuREAU OF Economic RESEARCH. 
(For the Conference on Price Research.) 
New York, 1943. Pp. xix+356. $3.00. 


New orientations in economic theory are 
sterile if they never grow beyond the primitive 
stage in which the shortcomings of traditional 
theory are criticized and programs are outlined 
for authors who are expected to remedy these 
shortcomings. This book is very encouraging 
because it appears to justify the hope that a cer- 
tain type of post-Chamberlinian orientation has 
outgrown its primitive stages of development 
and is now acquiring real substance. The ap- 
proach in question may be characterized as 
representing a blending of Chamberlin with 
some amount of institutionalism or, alterna- 
tively, as an attempt to reformulate the basic 
problems of monopolistic competition theory 
so as to render them more accessible to factual 
analysis. Edward Mason more than anyone 
else seems to be the spiritual father of this ap- 
proach. 

The present volume appears in the form of a 
report of the Committee on Price Determina- 
tion, which was set up by the Conference on 
Price Research; this, in turn, was organized by 
the National Bureau of Economic Research and 
other institutions. The Committee on Price Re- 
search states in the Preface that its work has 
been furthered substantially by Joel Dean, who 
formulated research problems and prepared 
memoranda on research techniques, and by 
John T. Dunlop, who wrote the original draft 
of a large section of the report. Several other 
authors are mentioned in the Preface and in the 
text and are credited with specific sections of 
the book. Mason served as the chairman of the 
entire committee, Dunlop as its secretary. 

Part I of the volume is introductory in char- 
acter. The limitations of the profit-maximiza- 
tion axiom are discussed; and it is pointed out 
that the magnitude “price” possesses several 
“dimensions” (cf. various types of discounts, 
guaranties, credit terms, etc.). The authors em- 
phasize that customarily, in the large firm, price 
decisions are made by groups of officials and 


that consequently more attention should be de- 
voted to the “internal politics of business or- 
ganizations.” The next section (first chapter of 
Part II) is concerned with the problem of fixed 
costs, which are defined as being untraceable to 
individual units of output. A distinction is 
drawn between “allocable” and “recurrent fixed 
costs.”’ The former arise from outlays contrib- 
uting to the output of more than one accounting 
period (e.g., buildings, machinery), while the 
latter are characterized by the fact that they 
can be identified with a single accounting period 
but mot with the individual-output units of that 
period (e.g., executive salaries, insurance, rent). 
The authors remind the reader of the over- 
whelming popularity of the straight-line de- 
preciation method in actual accounting prac- 
tice, but they emphasize that, for the purpose 
of pricing or “costing,”’ this method seems to be 
much less widely used than for ex post income 
calculation. Other methods also are briefly re- 
viewed in the same chapter. 

The main sections of Part II contain critical 
discussions of empirical studies, and they at- 
tempt to derive certain broad conclusions from 
the studies discussed. The statistical cost studies 
of Yntema, Dean, Whitman, Rautenstrauch, 
and also those of several German authors are 
reviewed; the steel study (Yntema) is even sub- 
jected to detailed analysis. The conclusion is 
that “‘in the cases explored a linear cost func- 
tion was the most probable relation within the 
observed range of fluctuations of output, al- 
though basic difficulties in the method and tech- 
niques made it impossible to place sufficient 
confidence in the solution to preclude marginal 
cost curves with considerable curvature.” In- 
deed, some of the circumstances emphasized in 
the discussion preceding this summary conclu- 
sion make it questionable whether it is correct 
to state generally that in the cases examined 
“a linear cost function was the most probable 
relation,” but the qualification added in the 
sentence quoted above is intended to be strong. 

The authors believe that there are three 
main reasons which might cause aggregate cost 
functions to be linear, that is, marginal cost 
functions to be horizontal. First, the fixed fac- 
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tors frequently can be operated in units, in a 
manner such that the numbers of units operated 
and shut down, respectively, do not affect costs 
at the margin. Second, a plant may be operated 
more or fewer hours per week, and this may 
have but a slight influence on marginal costs. 
Third, the authors emphasize, with reference to 
Stigler’s well-known article, that plants may be 
built deliberately so as to keep marginal costs 
from changing much within a reasonable range 
around the “planned” output.* 

The discussion of cost studies is followed by 
a section concerned with the behavior of wage 
rates in relation to average hourly earnings and 
to unit labor costs and by a section discussing 
some of the possible measures of technical 
change and their inadequacies. The ensuing 
survey of selling-cost studies leads to the con- 
clusion that advertising probably is subject to 
decreasing returns. The authors believe, how- 
ever, that more complete material might sug- 
gest (as certain isolated instances actually do) 
that the largest firms in some fields have low 
selling costs in relation to their sales. 

The last section of Part II contains a rather 
detailed discussion of studies investigating the 
relationship between average costs and the size 
of plants in various industries. In most cases 
costs were found to decrease sharply with rising 
plant size, although in some instances a mini- 
mum point was reached after which unit costs 
started to rise with further increases in size. 
Only by extreme oversimplification of the prob- 
lem could a critic maintain that the negative 
slope of the functions here considered contradicts 
the horizontal shape of the marginal cost curves 
derived from the empirical cost studies previ- 
ously discussed. The problems to which these 
two types of study relate are different. Never- 
theless, changes in plant size probably affect the 
outcome of empirical “cost-curve” studies be- 
cause plant and equipment do not remain con- 
stant over periods of many years. The reviewer 
therefore feels that the relationship between the 
two types of function and the sharp difference 
existing between their shapes deserves further 
exploration. 

Part III presents briefly some conclusions 
deduced from the preceding analysis. The au- 
thors, throughout the book but mainly in the 
concluding chapters, devote considerable space 


‘In Stigler’s terminology, “flexibility” may be 
built into the plant (cf. George J. Stigler, ““Produc- 
tion and Distribution in the Short Run,” Journal of 
Political Economy, June, 1939). 


also to the problem of further research possibili- 
ties. In their opinion, modern price theory (in 
the usual sense) represents an “‘extreme simplifi- 
cation” of actual situations, but it nevertheless 
provides many “useful if not indispensable tools 
for empirical treatment.” They also attempt to 
appraise the statistical approach, and they sug- 
gest that, in view of certain well-known difficul- 
ties, other less rigorous methods of empirical 
research should not be neglected. Among the 
other methods, two are mentioned: interviews 
with price-making executives and the effort to 
explain observed price policies with respect to 
market structures. 

The book should be read by all economists 
interested in the relationship between theory 
and factual analysis, and it also should be used 
in the teaching of economics. It represents an 
important contribution. 


WILLIAM FELLNER 
University of California 


Die Lehre von der Wirtschaft. By WitHELM 
R6pKE. Erlenbach-Ziirich: Eugen Rentsch 
Verlag, 1943. Pp. viiit+-203. Fr. 7.50. 


The book is a reprint of its first edition pub- 
lished in Vienna in 1937. Our first impression is 
one of admiration for an author who has suc- 
ceeded in condensing so broad a subject as eco- 
nomic theory in a small volume of two hundred 
pages. This concentration is particularly re- 
markable in the present case, since Répke dis- 
cusses economic questions not in isolation but 
in their relationship with historical, sociological, 
and political facts. The book makes delightful 
reading. Répke has an unusual capacity for 
translating abstract doctrines into everyday 
language and spicing theoretical analysis with 
down-to-earth examples. Assuming that the 
usual explanation of the equalization of mar- 
ginal utilities does not appeal to the average 
reader, he presents him with the case of a vaca- 
tionist, who, in order to pack his suitcase in the 
most profitable way, carefully compares both 
the utilities of every individual commodity and 
the utilities of every unit of the commodities he 
wishes to use during his journey (p. 12). Instead 
of exploring the methods of credit creation in an 
abstract way, he simply compares a commercial 
bank with a theater checkroom: in both cases, 
he says, we deposit something against receipt, 
namely, cash in the bank and hats in the check- 
room. Yet, while the checkroom girl does not 
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expect that a depositor will run away with the 
ticket because he considers it a full-fledged sub- 
stitute for his hat and wishes to use it for this 
purpose, the manager of the bank must be aware 
* of the possibility that his obligation to return 
the cash may perform exactly the same func- 
tions as the money itself (p. 88). 

The habit of popularizing may also explain 
a tendency toward oversimplification and over- 
statement. We meet, for instance, with the sur- 
prising proposition that the nineteenth century 
succeeded in the complete elimination of the 
mortality of children: ‘‘While, in former cen- 
turies, perhaps two of ten children survived, the 
nineteenth century succeeded in keeping all of 
them alive’’ (p. §2 [italics by the reviewer]). In 
analyzing the principle of division of labor, he 
suggests that apparently this principle has been 
extended in recent times into the sphere of pro- 
creation. The only case he has in mind is the 
alleged preference of many Americans for adopt- 
ing children instead of having children of their 
own (p. 63). On another occasion he contends 
that meals at home are tastier than in a restau- 
rant and assures the reader that this is ‘‘an ex- 
perience confirmed by every one” (p. 64). Or 
he ventures the following dubious definition of 
a bank: “The bank therefore is an institution 
which regularly needs to keep less than it prom- 
ises and hence makes a living by regularly 
promising more than it actually can keep” 
(p. 88). 

Whether, beyond format and presentation, 
the book diverges from the traditional pattern 
is debatable. Teaching in a small country like 
Switzerland, virtually surrounded by two totali- 
tarian powers, the author may feel a particular 
impulse to emphasize the benefits of free enter- 
prise. Jean Baptiste Say could not have pic- 
tured the capitalistic price system in more cou- 
leur de rose. Répke advocates automatic self- 
regulation on the domestic scene, as well as in- 
ternational division of labor, multilateral trade, 
and international gold standard. To him, any 
international economic planning is “absurd” if 
not based on the institutions of a free world 
economy established under the impact of the 
free-enterprise ideology of the eighteenth and 
nineteenth centuries (p. 75). In discussing these 
bulwarks of tradition, the author is adamant 
and may even appear somewhat dictatorial. 
Most objections, he declares, against interna- 
tional free trade are “‘nothing else than fear of 
clarity” (p. 151). In defending the gold stand- 
ard, he bluntly states: “You may object what 


you will: it is so” (p. g0[italics by the reviewer]). 
Abandonment of the gold standard by Great 
Britain was an “unfortunate measure” and, in 
the case of the United States, was “simply in- 
excusable” (pp. 47-48). 

This orthodox attitude can hardly be recon- 
ciled with the ambitious program of the author 
to “thoroughly reexamine the traditional heri- 
tage of thought” (Preface). 


Fritz KARL MANN 


American University 
Washington, D.C. 


The Reconstruction of World Agriculture. By 
Kart Branpt. New York: W. W. Norton & 
Co., Inc., 1945. Pp. viii+-416. $4.00. 


For some eleven years now, Karl Brandt has 
been informing American audiences regarding 
the nature of Europe’s agricultural problems. 
Possessed of an unusually good platform man- 
ner and an ability to express his ideas in read- 
able prose, he has reached large audiences both 
in meetings and through articles in magazines 
such as the Saturday Evening Post. During this 
period he has also written several books and 
many articles for professional journals. Through- 
out, he has presented orthodox economic analy- 
ses of the problems, brought together a wealth 
of information, given us an insight into the de- 
velopment of agricultural controls under the 
Nazi government, and been a constant advocate 
of free markets and freer international trade. 

In this book he reaches a new level of accom- 
plishment in this general field; for not only does 
he cover Europe in detail but he also discusses 
the balance of world agriculture in a satisfactory 
manner. It is at one and the same time a source 
book on world agriculture, a history of agricul- 
ture since World War I, an orthodox economic 
analysis of agricultural problems, and a set of 
recommended policies for the reconstruction of 
world agriculture along the lines which profes- 
sional economists generally accept—lowering 
tariff barriers, freeing internal trade, and in- 
creasing industrialization. 

Beginning with a description of the agricul- 
tural situation during World War I, Brandt 
makes the point that no central planning for 
agriculture existed when the war broke out and 
little was developed during the war. It was this 
lack of central planning which caused the break- 
down in the food supply in Europe. In contrast, 
the central planning in the field of agriculture 
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during World War II has been a great success. 
Through central planning and control both food 
production and distribution in the European 
countries have been maintained at a level of 
wartime efficiency undreamed of twenty-eight 
years ago. 

In spite of a few phrases to the contrary, the 
slant of his chapters on world agricultural 
trends and on postwar reconstruction indicates 
quite clearly that his interpretation of political 
and economic sequences is similar to that of 
Hayek—interference with free-market pricing 
and distribution of resources leads eventually 
to dictatorship. There certainly is evidence of a 
strong intellectual bond between Brandt and 
the Austrian economists. Experiences obtained 
firsthand in Germany before 1933 give added 
weight to the expression of his fears that “‘plan- 
ning” eventually leads to dictatorship. It is a 
sobering thought, however, that we should not 
overlook the United Kingdom’s experience. 

Brandt’s treatment of past agricultural 
trends may by inference give the uncritical 
reader the impression that most of the difficul- 
ties during the thirties arose because of the de- 
parture from the free market and the increase 
in barriers to international trade after depres- 
sion set in. If someone should make a closer 
analysis of the sequence of events, it seems high- 
ly probable that the catastrophic business de- 
pression was primarily the failure of a relatively 
free market (in respect to both agricultural 
products and private, national, and internation- 
al finance) in a period of rapid technological 
change and a world economy of highly institu- 
tionalized industry and labor. 

In his chapter on basic controversial issues 
in a world agricultural policy, he discusses, with 
tact and clarity, such topics as “The Claim of 
Agricultural Fundamentalism,” “Collective vs. 
Individual Farming Units,” “Agricultural Feu- 
dalism in Germany, Hungary, Poland, and 
Spain,” and “Industrial Protectionism,” leav- 
ing the reader with a clear picture of the eco- 
nomic and social issues involved. 

The case for general economic recovery and 
trade expansion as the only basis for sound agri- 
cultural reconstruction is ably and convincingly 
presented. Freer international trade is presented 
as a necessary requirement both for general eco- 
nomic progress and for the reconstruction of 
world agriculture. This book should have been 
priority reading for our congressmen before vot- 
ing on the extension of the Reciprocal Trading 
Agreements Act. 


Although usually at odds with the planners 
because of their “lack of realism,” most of 
Brandt’s major recommendations with respect 
to returning to free markets and free interna- 
tional trade appear to be a wishful turning-back 
of the clock to the early years of the industrial 
revolution. To this reviewer at least, a substan- 
tial return to free markets and free international 
trade just is not in the cards, with agriculture 
the only flexibly priced industry in a world in 
which wages and industrial prices will be main- 
tained, come hell or high water. 

WALTER W. WILCox 
University of Wisconsin 


World Grain Review and Outlook, 1945. By 
HELEN C. FARNSWorRTH and V. P. Timo- 
SHENKO. With a Statistical Appendix by 
RosaMonD H. Peirce. Stanford Univer- 
sity: Food Research Institute, Stanford 
University, 1945. Pp. xi+319. $3.00. 

When the Food Research Institute discon- 
tinued the issue of its well-known series of 
“Wheat Studies” in 1944, it announced a new 
annual publication, which, while putting less 
emphasis on short-run analysis, would serve 
substantially as a substitute for “Wheat Stud- 
ies.” World Grain Review and Outlook, 1945, is 
the first issue of the new series to appear. The 
volume contains a general survey of the out- 
standing features of the crop year 1943-44, a 
detailed examination of the grain situation in 
the different parts of the world, and an ap- 
praisement of the outlook for the future. To 
this is added a statistical appendix of fifty 
pages covering world wheat statistics fully for 
the last ten years and also the production, 
acreage, and yield of grain and potatoes in the 
principal producing areas from 1929 to 1943. 
The report is prepared with the care, caution, 
and completeness distinctive of previous pub- 
lications in this field coming from the Food 
Research Institute. An annual volume of this 
nature should be of great value; for it promises 
to provide a compact and convenient reference 
book for students and public men interested in 
the problems relating to the production and 
marketing of food grains. 

The present volume, in spite of the difficul- 
ties caused by the war, gives a reasoned esti- 
mate of grain production in Europe, though 
naturally some of the figures lack the precision 
that may be expected in future issues. What 
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strikes the reader is the terrific shock that has 
been given to the agricultural economy of a 
large part of Europe and various disproportions 
or distortions that appear in the picture as it 
relates to the grain-exporting countries. Thus 
in 1943-44 the four major exporters in total 
used more wheat for feed, fuel, and alcohol 
production than they used for food. In Canada, 
the largest exporter, nearly double the amount 
of wheat was fed to livestock or poultry than 
was currently used for domestic food. Because 
of the use of wheat for feed and for the produc- 
tion of industrial alcohol, the United States, 
long ranked as an important net overseas ex- 
porter of wheat and flour, became the second 
largest net importer in the world. In the Argen- 
tine over sixty million bushels of old crop wheat, 
carried under unfavorable storage conditions 
until unmillable, was used as fuel. Russia, with 
an important part of her wheat area overrun 
by Germany, sought imports from North 
America, while the United Kingdom pushed up 
the production of wheat from an average of six- 
ty-four million bushels between 1934-38 to 
twice that amount in 1943. How to bring this 
artificial situation back to a pattern of reason- 
able stability based on international trade is 
one of the problems facing the planners of the 
postwar world. For the immediate future the 
authors predict that shipments of wheat and 
flour to Continental Europe will be consider- 
ably smaller following the termination of this 
war than after 1918. The longterm outlook is 
still more uncertain, depending to a large extent 
on national and international policies yet to be 
determined. 

D. A. MacGIBBon 
Board of Grain Commissioners 
Winnipeg, Manitoba, Canada 


How Nazi Germany Has Controlled Business. By 
L. HaAmsBuRGER. Washington: Brookings 
Institution, 1943. Pp. ror. $1.00. 


The Nazi Economic System: Germany's Mo- 
bilization for War. By Otto NATHAN, with 
the collaboration of Mitton Friep. Dur- 
ham, N.C.: Duke University Press, 1944. 
Pp. ix+378. $4.00. 

The analysis of the Nazi economic system 
has crystallized into three distinct theories. 
Most widely accepted is its interpretation as a 
military economy. It implies that military rules 


have replaced economic principles in the con- 
duct of economic activities. On the other ex- 
treme is the monopolist theory which sees the 
Nazi economic system dominated, in part or 
whole, by capitalist monopolies, notably car- 
tels. The intermediate position is taken by those 
who present the theory of state capitalism. 
Party and monopolies divide the power and 
management of the economy between them. 
This mutual dependence has led to a gradual 
transformation of the traditional economy into 
a system of state capitalism. 

The two studies under review do not explic- 
itly follow any one of these theories. They 
concentrate upon the methods and techniques 
of economic control rather than the nature of 
the Nazi economy. Similar in their objective, 
both writers address themselves to different 
groups of readers and cover or stress different 
measures of economic control. Dr. Hamburger 
confines himself to a popular “running story of 
Nazi business control” and analyzes its effect 
upon business concerns. Professor Nathan 
offers a comprehensive volume in comparative 
economics that is primarily of interest to econo- 
mists and covers nearly all features of the Nazi 
economy from 1933 to 1939, and some of the 
war period. 

The Nazis had, Dr. Hamburger believes, a 
choice among three methods of control, namely, 
nationalization, commandeering, and regula- 
tion. They chose regulation of business. The 
chapter upon “entry into business’’ starts the 
description of the regulative measures. It is fol- 
lowed by an examination of the controls to 
allocate capital, materials, and labor; classifies 
the types of price control and cost accounting; 
presents the imposed limitations upon the vol- 
ume as well as use of profits; and ends with the 
conditions under which the controls can be 
evaded and business terminated. The descrip- 
tion is very concise and may prove very handy 
for readers who desire a survey or some specific 
information on particular measures of regula- 
tion. 

The author concludes that “‘in every essen- 
tial respect the Nazi control of business is to- 
tal.” It is unlimited in its power and affects 
every unit and phase of business life. But in not 
defining his terms of “regulation” and “con- 
trol of business,” and in avoiding an analysis 
of the economy itself, the writer is unable to 
explain the most typical fact of a Fascist econo- 
my, namely, the coexistence of private owner- 
ship of property and “control of business.” He 
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merely asserts that “total regulation has done 
a job equivalent to nationalizing.” Obviously, 
the lack of a sociological theory on the struc- 
ture of dominated groups vitiates his attempt 
to assess the role of business in state capitalism. 

Professor Nathan presents and analyzes. the 
institutions and processes of the Nazi economy. 
His very detailed description of the institutions, 
covering more than one-third of the book, be- 
gins with the “entrepreneurial associations” 
(“Organizations of Industry”) and the govern- 
mental agencies of economic regulation. It is 
followed by a discussion of cartels, the Reich’s 
food estate, the labor front, and other agencies 
of control in various fields. The author con- 
cludes that the governmental agencies domi- 
nated the entrepreneurial associations, which, 
in turn, subordinated the cartels to their will. 
But it seems to the reviewer that this judgment 
is not supported by conclusive evidence. Not 
until the beginning of the war did the reorgan- 
ized state agencies, described in the book, re- 
duce the associations of firms to quasi-govern- 
mental agencies and apply the leadership prin- 
ciple to cartels. Moreover, the thesis of a com- 
plete domination of the associations of firms by 
the party-state does not contribute much to 
the understanding of the Nazi economy. For 
instance, it is not easy to see why these associa- 
tions are necessary for, and functioned in, the 
operation of the economy. A modified sociologi- 
cal theory of domination and a new political 
theory of the party-state seem indispensable 
for the analysis of the intricate relations be- 
tween the various institutions of the Nazi 
economy. The author, however, falls back 
upon the traditional theory of state interven- 
tion and thereby dismisses implicitly the asso- 
ciations of firms as an instrument of economic 
regulation. 

In the analysis of the nature of the Nazi 
economy the author finds three different prin- 
ciples in operation. First, it is said, that the 
traditional price and market mechanism has 
been completely replaced by a planned econo- 
my. The Office of the Fo:r Year Plan is seen as 
the supreme economic command; the modified 
cartels are considered as the means of economic 
co-ordination. “A completely planned economy 
was projected in agriculture.” Market factors 
were excluded as determinants of prices which 
were fixed now by the state. But what was the 
master-plan, what were the principles and scope 
of economic planning? In spite of several at- 
tempts to formulate one we must come to the 


conclusion that the Nazis had no detailed and 
integrated plan (p. 157). In the pre-war period 
we find much evidence of partial planning for 
the diversion of resources and facilities from the 
civilian to the growing military sector. But 
there is no convincing evidence for the thesis 
of a fully planned economy prior to the war. 

The second principle of analysis, namely, 
economic control, is presented in the study of 
production and the regulated markets. Direct 
control can be observed in the field of produc- 
tion. The author’s classification of the various 
regulatives into production, marketing, and 
inventory orders is very enlightening, and this 
section is perhaps the most penetrating of the 
whole study. Indirect control is found especially 
in the field of price-fixing. The laws, agencies, 
and forms of price-fixing are given in great de- 
tail. But what is the theoretical significance of 
price control? The price mechanism is no longer 
abolished. Price formation is not automatic 
but is manipulated by the state (pp. 215-17). 
The principles of manipulation—es distinct 
from its forms—are not given. Thus the actual 
role of the price mechanism in the pre-war 
Nazi economy remains obscure. 

The third principle of analysis, military 
commandeering, is most conspicuous in the 
study of the labor market. The “‘workers are 
automatons in the service of the military state, 
a state which dictated the type of work, the 
place of work, and the income from work” (p. 
171). The worker has been transformed into a 
soldier. The labor book is an indication of mili- 
tary conscription; hiring and firing has been 
replaced by military orders. Thus the Nazis 
developed a military economy. Military orders 
penetrated into all economic fields but mili- 
tarization is more striking for laborers because 
of the ideological conflict between the dicta- 
torial party and the laborers. 

Unfortunately, the author does not integrate 
the three principles of analysis which a careful 
study of his book reveals. We are thus at a loss 
to know whether the Nazi system is primarily 
a commandeered, a controlled, or a planned 
economy. We quite agree that much of the es- 
sential information is unknown and that many 
questions cannot be answered until the German 
archives are open to public scrutiny. But the 
resolution of theoretical issues involved in the 
problem will hardly be found in records. It is 
our impression that the missing theoretical 
unity of the study could have been achieved 
through a concentration upon the second and 
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more developed phase of the Nazi regime. For 
it seems no longer uncertain what the nature of 
their economic system is, because control and 
commandeering have been translated into a 
new type of economic war planning. 


ARTHUR SCHWEITZER 
University of Wyoming 


The American Patent System: An Economic In- 
ter pretation. By WILLIAM B. BENNETT. Baton 
Rouge: Louisiana State University Press, 
1943. Pp. vit+259. $3.00. 

The task which Bennett has set himself is to 
evaluate the economic effects of our patent sys- 
tem. Economists have paid too little attention 
to patents and other devices by which the law is 
invoked as a weapon in competition and as a 
support for monopoly. Such an inquiry is pe- 
culiarly timely now, when public investigations 
have supplied an unprecedented and still only 
partly assimilated mass of information about 
the use which has been made of patents in par- 
ticular instances and when sweeping proposals 
to amend or supplement the patent laws are 
being urged upon Congress. 

Unfortunately, Bennett has overlooked some 
of the best recent materials about his subject, 
both informative and analytical. His Bibliog- 
raphy includes the patent hearings of the Tem- 
porary National Economic Committee, the 
hearings held in 1942 by the Senate Patent 
Committee, and the earlier hearings by the 
House Patent Committee between 1930 and 
1938. However, it omits the Federal Communi- 
cations Commission’s valuable studies of the 
patents of the American Telephone and Tele- 
graph Company and Walton Hamilton’s mono- 
graph on patents for the Temporary National 
Economic Committee. It includes judicial de- 
cisions in only four of the legal proceedings in- 
stituted by the United States in which the use 
of patents has been questioned—the Bell Tele- 
phone, Shoe Machinery, General Electric, and 
Ethyl Gasoline cases, the first three of which 
were concluded prior to 1927. 

Moreover, Bennett has not made full use of 
the materials which he has examined. His dis- 
cussion of the nature of the patent system, the 
incentives which animate it, and the techniques 
by which patents are exploited is derived from 
opinions expressed by witnesses before the 


Temporary National Economic Committee, 
from other books about patents, and from writ- 
ers on economic theory as diverse as Béhm- 
Bawerk, J. B. Clark, Friedrich List, and Ed- 
ward Chamberlin, but scarcely at all from the 
available records as to what particular concerns 
did with particular groups of patents. The use 
of case studies is confined almost exclusively to 
a chapter on patents and international trade, 
which emphasizes the problems of national se- 
curity raised by the patent controls over syn- 
thetic rubber, tungsten carbide, and tetracene 
cartridge primers, and to chapters on the anti- 
trust laws, which use cases in an attempt to de- 
fine the legal limits of the patent monopoly. In 
other chapters the conclusions are reached upon 
the basis of other people’s conclusions and of 
Bennett’s own theoretical analysis, but sub- 
stantially without direct check against the 
evidence. 

The book suffers from inaccuracies in state- 
ment of fact, such as the suggestion that the 
Hartford-Empire case resulted in a consent de- 
cree, and from insufficient discrimination in the 
handling of ideas, such as the conclusion that 
the inventive process in the United States must 
be more active than elsewhere because a larger 
number of patents are issued in this country. 

Apart from such matters of detail, however, 
fruitful study of the American patent system 
requires a different starting-point from Ben- 
nett’s. He does not adequately face such ques- 
tions as whether or not patents accurately re- 
flect the process of technological invention and 
whether or not the inventive process rests to- 
day upon the initiative of the individual inven- 
tor. Still less has he envisaged patents as weap- 
ons which are capable of subtle and varied uses 
in attaining a market advantage. He does not 
see clearly that patents are legal, rather than 
technological, devices. 

Information is now available to study how 
these legal rights are used, to describe the im- 
pact of corporate patent behavior upon the 
market relations of business enterprise, and to 
make at least the beginnings of an appraisal of 
the relation between the lawyer’s process of in- 
venting patent claims and patent maneuvers 
and the technician’s process of inventing tech- 
nological improvements. Those of us who have 
dabbled in the patent materials are eagerly 
awaiting a comprehensive study of this type. 


Corwin D. EpwARDS 
Northwestern University 
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Substandard Conditions of Living: A Study of 
the Cost of the Emergency Sustenance Budget 
in Five Textile Manufacturing Communities 
in January-February, 1944. By RESEARCH 
DEPARTMENT, TEXTILE WORKERS UNION 
or America, C.1.0. New York, 1944. Pp. 94. 


This study was undertaken by the Textile 
Workers Union because of its interest in secur- 
ing “a minimum wage adequate to provide a 
decent standard of living’ for cotton-rayon 
textile workers. The union presented the ma- 
terial to the National War Labor Board as a 
“measuring rod” of substandards of living 
which it urged the board to eliminate. By focus- 
ing attention on absolute need as a basis for de- 
termining wages, the study stands in contrast 
to the recent A.F.L.-C.I.O. report on the cost 
of living, which considered cost changes during a 
specified period, and to the Steelworkers’ report, 
which compared the income and expenditures 
of steelworkers in 1943. 

The budget used, except for food and the ad- 
dition of an allowance for union dues, was that 
developed by the W.P.A. in 1935 “for operation 
under emergency conditions.” For food the 
union used the low-cost food plan developed 
by the Bureau of Human Nutrition of the U.S. 
Department of Agriculture. The five cities 
studied as representative of cotton-rayon tex- 
tile areas were New Bedford, Massachusetts, 
Lewiston-Auburn, Maine, West Warwick, Rhode 
Island, and High Point and Henderson, North 
Carolina. Pricing was done during January and 
February, 1944. The help of the U.S. Bureau of 
Labor Statistics was secured in preparing speci- 
fications and training the staff. 

The report concludes that the annual cost 
of commodities and services for “a four person 
manual worker’s family at the emergency level 
in the five textile communities in January- 
February 1944” was $1,524.64. Allowing for 
bond purchases equal to 10 per cent of expendi- 
tures and taxes as 3 per cent, the total annual 
cost is estimated to be $1,752.18. Translated in- 
to hourly costs, assuming 2,000 hours of work 
per year, this means 76.2 cents per hour, exclud- 
ing taxes and war bonds, and 87.6 cents, in- 
cluding taxes and war bonds. Differences among 
cities were found to be small, and there were no 
marked regional variations. Many detailed 
tables are presented at the conclusion of the re- 
port which show the cost of various items in 
each of the five cities. 

The annual cost of food items priced was 
$642.26. A greater weight was given to prices 





from stores where credit could be obtained than 
would be given in pricing the same items for the 
population as a whole, although prices at such 
stores are higher, since the report points out 
that the textile worker “customarily buys his 
food items on credit.” The total food cost al- 
lowed by the budget is, however, 17 per cent, or 
$109.18 per year, greater than the cost of the 
items priced. This “food shopping allowance” 
is intended to meet “‘customary deficiencies in 
buying habits, lack of knowledge and false in- 
formation” and is claimed to be necessary to 
maintain “the desired nutritional standards.” 
Since added funds per se may not affect nutri- 
tional standards, it is doubtful whether a mini- 
mum budget should include such an allowance. 

Further questions may be asked as to wheth- 
er a minimum budget should allow for war-bond 
purchases, which are a form of savings. 

On the other hand, the union’s report makes 
no allowance for many factors which are ad- 
mitted to have raised the cost of living. Quali- 
ties described by the W.P.A. are adhered to 
(except for the substitution of fresh fish for 
canned salmon to meet rationing limitations), 
although upgrading and the lack of low-priced 
goods have made it necessary for workers to 
buy higher-priced goods and deterioration in the 
quality of goods has made some W.P.A. replace- 
ment schedules unrealistic, especially for cloth- 
ing and household goods. Instalment-plan 
prices likewise are not allowed for, although 
furniture and clothes are commonly bought this 
way. Black-market prices also are ignored. 

In spite of the fact that individual items 
and prices included in the cost of the minimum 
budget reported by the Textile Workers Union 
may be questioned, it is believed that the union 
has, on the whole, offered a reasonable definition 
of substandard living for a particular size of 
family in selected communities. Whether in- 
dustry and the W.L.B. will accept the idea of a 
minimum budget as the basis for setting wage 
rates is, of course, another question. 


CONSTANCE WILLIAMS 
Silver Spring, Maryland 


Price Control in the War Economy. By Jutius 
Hirscu. New York: Harper & Bros., 1943. 
Pp. xvii+311. $3.00. 

This is a popular survey of the numerous 
economic and administrative problems of price- 
fixing in the United States, with occasional side- 
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lights on their political implications and hasty 
comparisons with Nazi policies (presented as 
shining examples) in the field. There is a pseudo- 
historical chapter, too, called “From Babylon 
to Leon Henderson,” remarkable for the title 
that is typical of the not-too-tasteful witticisms 
in the book and for the fact that it skips all 
known price-control experiments of the last two 
thousand years, except the one in the manage- 
ment of which the author participated actively, 
but not successfully, in Germany after World 
War I. Hirsch’s main interest is in administra- 
tion rather than in economics, judged by the 
amount of space and intelligent analysis allo- 
cated to each. The gist of the book—and its 
creditable contribution—is contained in the 
some one hundred pages (24-99, 211-42) ana- 
lyzing the fair-price ideology underlying the 
policies of the O.P.A. and describing their piece- 
meal development to the end of 1942, as well as 
the machinery of their operation. A most un- 
satisfactory chapter on minimum prices, which 
has no relevance to the theme of the book, is 
thrown into the bargain, so to speak. So are two 
altogether dilettante chapters, one on the mone- 
tary side of price control and the other on “The 
Lasting Consequence of a War Economy.” 

The author’s apparent preoccupation with 
administrative technique has undesirable con- 
sequences. For one thing, it causes him to break 
up his subject into disconnected chapters, each 
of which deals with a control setup (such as 
agricultural ceilings, rent ceilings, rationing, 
priorities, etc.) with little or no reference to one 
another and to the economic problems common 
to all of them. Moreover, not a single aspect of 
price regulation is dealt with in a scientifically 
exhaustive fashion. The discussion reaches as 
far as American price control goes (or went), 
without as much as mentioning alternative 
techniques used in other countries or proposed 
in the literature. And even numerous adminis- 
trative problems, e.g., the question of central- 
ized or decentralized management, are either 
ignored or treated only in a cursory fashion. 

But Hirsch is at his weakest when it comes to 
the economic appraisal of policies. A former 
German civil servant, then in the service of 
the O.P.A., he fell victim to the overestima- 
tion, characteristic of bureaucrats, of the power 
of regulations to control the market place. It 
may be charitable to point out that, having com- 
pleted his book at the end of 1942, the author 
had only limited opportunity to study the ef- 
fects of the price-control mechanism. His en- 


thusiasm for things American (and his ignor- 
ance of things historical) may have been instru- 
mental, teo, in convincing him that by this time 
governments can perform economic miracles. 
However, even the most charitable critic could 
not help agreeing with Leon Henderson, who, 
in his complimentary Foreword to the book, 
takes exception tq Hirsch’s remark that “prices 
are only symptoms.” Perhaps the shortest 
résumé of the author’s economics is represented 
by his double point of view: his demand that 
price control should not supersede the profit 
motive (pp. 184 ff.) and his simultaneous recom- 
mendation that “increasing costs should be ab- 
sorbed out of profits” (p. 99). 


MELCHIOR PALYI 


Central Life Insurance Company 
of Illinois 
Chicago, Illinois 


Sound Policies for Bank Management: A Discus- 
sion for Bank Officers and Directors. By Ros- 
ERT G. RopKEy. New York: Ronald Press 
Co., 1944. Pp. xiv+224. $4.00. 


As indicated by the subtitle, this little vol- 
ume is addressed to those responsible for deter- 
mining and putting into effect the management 
policies of the bank. The author does not at- 
tempt comprehensive coverage but concen- 
trates attention on a few fundamental policies 
of current significance. The central problem to 
which major attention is given and around 
which the others largely revolve is concerned 
with the conversion of funds of the individual 
bank. The author points out that, since both 
liquidity and solvency depend upon the char- 
acter of the bank’s assets, this is really the heart 
of the banking problem. By “liquidity” the au- 
thor means the ability to meet, without re- 
course to borrowing, any reasonably expected 
depositors’ demands; and “solvency” means 
that the value of all assets at all times exceeds 
the sum of all liabilities to depositors and other 
creditors. Ancillary problems treated by the au- 
thor are: bank statements and reports—in 
which chapters he makes a strong case for dis- 
closure of facts; service charges—a good analyti- 
cal statement of why these charges should be 
made; problems of selection and promotion of 
personnel, always important—here the author 
plugs for graduates of collegiate schools of busi- 














BOOK REVIEWS 89 


ness; and the personnel and meetings of the 
board of directors—a fresh and timely chapter. 

These problems are presented in the light of 
present-day conditions, and they are chosen be- 
cause policy-determining authorities must look 
beyond routine operations and superficial rela- 
tionships if commercial banks are to regain their 
former prestige. Consequently, bankers must be 
flexible and adaptable in their policies if they 
are to compete successfully with other financial 
institutions and government agencies, and 
weather the economic and political storms of 
the future. 

The volume leaves untreated a number of 
policy problems which one might expect to find 
if this work were a textbook on bank manage- 
ment—for instance, organization and incorpora- 
tion, equipment, modern methods of personnel 
management, credit and investment analysis, 
cost analysis and controls, and specific responsi- 
bilities of officers and directors. 

The main purpose and probably the raison 
@’étre of the book are chapters iii-vi, which are 
concerned with the application or conversion of 
the bank’s funds into reserves—primary and 
secondary; and into investments—investment 
reserves and the permanent bond portfolio. 

Not only are the principles of liquidity and 
solvency explained and developed, but the 
method proposed in applying them is illustrated 
by a hypothetical example with aggregate fig- 
ures drawn from Federal Reserve reports (see 
pp. 39-67). In brief, the process is to allocate, 
on the basis of legal requirements and standards 
developed from the bank’s own experience with 
regard to the character of its liabilities, four 
categories of assets: 


I. Primary reserves, which include currency and 
cash, free balances with correspondent banks, 
and legal reserves at the Federal Reserve Bank 

II. Secondary reserves, consisting of liquid and 
marketable paper 
III. Investment reserve, which also must be com- 
posed of readily marketable instruments but 
may consist of convertible “money bonds,” 
which securities shift into Class II when 
nearing maturity 
Permanent bond portfolio, consisting of longer 
maturities, ten years more or less, depending 
upon the banker’s conservatism or optimism 
concerning interest rates and credit risks 


— 


IV. 


The whole aim of this allocation is to know at 
all times where the bank stands with respect to 
protection against the vagaries of depositors and 
the possibilities of advancing interest rates. The 





plan proposed would enable the bank to see how 
far it can extend its credit with safety, that is, 
without curtailment in normal lending opera- 
tions and without impairing its capital stock. 
The use of contingency reserves or “reserves on 
the liability side,” as they are called in the chap- 
ter heading; the segregation of bond profits 
from operating revenue; and the plan for show- 
ing protection of the bond portfolio against in- 
terest-rate declines are instructive and inter- 
esting features of the book. The author’s pur- 
pose is to present a guide, which, if followed, 
“will warrant maximum confidence in the abil- 
ity of the bank to meet all its obligations how- 
ever adverse conditions may turn out to be” (p. 
vii). 

The problem of asset conversion presents 
present-day difficulties because of (1) the de- 
cline in the demand for commercial loans; (2) 
the danger of serving credit needs of the local 
community exclusively; (3) the forcing of banks 
into the general investment market for earning 
assets; (4) the limited availability of bonds other 
than governments; (5) government borrowing 
and the hazard of changes in economic and po- 
litical events; (6) government easy-money pol- 
icy, forcing yields down, with the prospects that 
low rates are not permanent; (7) increase in 
bank deposits due to government deficit financ- 
ing and gold influx, and the effect of these upon 
the bank’s capital margins; (8) decreased in- 
come and increased costs and the consequent 
need for adopting service charges. 

It is a long time since a comprehensive text 
has been written on bank administration or 
management, and the literature on bank pol- 
icies is scattered and fragmentary. This volume 
is a sample of what Professor Rodkey could do 
if he should attempt a more rounded treatment 
of the whole subject. We would then expect to 
have a more extended treatment of (1) the cap- 
ital-funds deposit relationship; (2) liability re- 
serves; (3) investment reserves (Rodkey’s con- 
tribution to the refinement of the classification 
of reserves against deposit liabilities—‘‘pri- 
mary” and “secondary” reserves—has been 
generally accepted); (4) bank holdings of gov- 
ernment bonds in wartime; (5) loan policies in 
the postwar period, as well as coverage of the 
other problems which are mentioned above as 
having been left untreated. 

We would also expect fuller treatment of (1) 
liquidity versus shiftability; (2) reasons for the 
decline in commercial loans (mere mention of 
this serves the narrow purpose of this book) ; (3) 
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investments versus commercial loans (since 
there are only bonds available today, Rodkey 
assumes that there is no choice, hence no con- 
troversy with respect to policy); (4) fuller ex- 
planation of low interest-rate levels; (5) political 
versus economic policy involved in buying gov- 
ernments without inflationary effects; (6) com- 
petition with government financial agencies; (7) 
excess reserves; (8) term loans, participating 
loans, etc. 

Professor Rodkey’s style is simple and di- 
rect. He avoids controversy and sticks to prac- 
tical aspects of the subject. This is a book for 
practitioners rather than for the theorist. 


JAMES WASHINGTON BELL 
Northwestern University 


Industrial Life Insurance in the United States. 
By MALvin E. Davis. New York: McGraw- 
Hill Book Co., Inc., 1944. Pp. xii+399. $2.75. 


This book by an associate actuary of the 
Metropolitan Life Insurance Company is about 
the kind of life insurance protection which fifty 
million people in wage-earning families are now 
obtaining. 

The author covers in detail various aspects 
of the industrial life insurance field: the policy 
contract, how this business is transacted, the 
cost of this form of life insurance protection, 
the actuarial basis, and the effectiveness of in- 
dustrial life insurance. In addition, this book 
contains twenty-three appendixes dealing with 
various important matters related to this field 
of insurance, ranging from descriptions of 
juvenile policies to basic premium calculations. 

In the main body of the text, after a descrip- 
tion of the industrial-policy contract and the way 
in which industrial life insurance is sold and su- 
pervised by state governments, the author con- 
siders the cost of this form of life insurance pro- 
tection. His general conclusion is that the costs, 
from the standpoint of the buyer of industrial 
insurance, are not excessive; he points out that 
during the period 1939-43 the expenses (ex- 
clusive of taxes) charged to industrial policy- 
holders of one large company were greater than 
the interest credited to these policyholders by 
only 4 per cent (p. 21). Even though industrial 
life insurance necessarily costs more to transact 
than ordinary life insurance, perhaps another 
view can be taken about this entire matter. The 
data presented for the large company covering 


the period 1939-43 (on p. 139) show that, al- 
though 84.1 per cent of the aggregate income 
derived from industrial insurance in force was 
accounted for by premiums, only 78.4 per cent 
of the aggregate income was paid to policy- 
holders and beneficiaries. The difference was ab- 
sorbed by expense charges in excess of the net 
amount earned on the invested reserve funds 
of these industrial policies. In the case of ordi- 
nary life insurance, for the same company and 
the same period, 79.1 per cent of the aggregate 
income was derived from premiums and 86.7 
per cent of the aggregate income was paid to 
policyholders and beneficiaries. The net amount 
earned on invested reserve funds of these ordi- 
nary policies more than offset all the expenses 
incurred in selling and administering this form 
of life insurance protection. 

The discussion with regard to the premiums, 
reserves, nonforfeiture benefits and dividends 
—i.e., the actuarial basis of industrial life in- 
surance—is exceptionally well done. It is clear 
and informative. 

The discussion with reference to the effec- 
tiveness of industrial life insurance does not go 
far enough. Although industrial life insurance 
serves important needs and although people in 
the low-income groups have benefited greatly 
from obtaining this life insurance protection 
as compared to having no protection at all, 
the essential question here is whether or not 
the wage-earning families can be given life in- 
surance protection which is less expensive than 
that afforded by industrial insurance. The 
rapid increase, since 1935, in low-cost group 
life insurance in force to 22.7 billions of dollars 
in 1943 (almost as large as the 25 billions of in- 
dustrial life insurance in force in that year) is a 
move in this direction. 

This book is a welcome addition to the exist- 
ing literature on industrial life insurance and 
should be read by all interested in this field of 
insurance. It contains a great deal of descrip- 
tive information that otherwise is not readily 
available, and it shows clearly how, up to now, 
private insurance companies have met the 
needs of low-income groups for life insurance 
protection. 

S. H. NERLOVE 
University of Chicago 


The International Secretariat of the Future: Les- 
sons from Experience by a Group of Former 
Officials of the League of Nations. London: 
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Royal Institute of International Affairs; 
New York: Oxford University Press, 1944. 
Pp. 64+-Appendix. 2s. 6d. ($0.85). 


The group of former League officials which 
produced the present pamphlet included: the 
Earl of Perth (Sir Eric Drummond when secre- 
tary-general of the League); F. P. Walters, for- 
merly deputy secretary-general; J. V. Wilson, 
formerly chief of the Central Section of the 
League Secretariat—all British subjects; and 
Th. Aghnides, Greek, formerly undersecretary- 
general; E. Colban, Norwegian, and A. Pelt, 
Dutch, formerly directors of section. The result- 
ing text appears to have the unanimous sup- 
port of all members of the group—persons who 
were, incidentally, all well known at Geneva as 
among the most perceptive and thoughtful per- 
sons on the scene. 

In sixty small pages attention is devoted to 
the general framework of the League Secretariat 
and its influence on the League, certain person- 
nel problems (recruitment, tenure, and loyalty), 
internal direction, external relations, language, 
site and plant, and budget and finances. A 
limited number of general conclusions are added, 
and the Appendix contains a draft for the or- 
ganization of an “Information Section” by A. 
Pelt. 

The pamphlet is a little gem for the student 
of international administration, or, to vary the 
metaphor, it is as full of meat as an egg. Ex- 
treme sagacity is shown in balancing political 
and technical considerations all through the 
study, particularly in the beginning and at the 
end. At the same time, there is a direct and at 
times radical presentation of the real facts of 
the problems discussed which eliminates any 
feeling of colorlessness or undue timidity. One 
may not always agree with the positions taken 
—the reviewer has doubts on a number of points 
in Section VI—but it is very hard or indeed im- 
possible to disagree very strongly with any- 
thing said here. If the conclusions seem fraught, 
at the same time, with a somewhat enervating 
wisdom, that is the inevitable consequence of 
taking account, as all good administrators and 
even (!) good statesmen must do, of all the es- 
sential elements in a situation with a view to 
achieving maximum public welfare in the prem- 
ises. When the situation in question is an in- 
ternational situation, the complexities to be 
taken into account multiply greatly in compari- 
son with those in which the national administra- 
tive official must work. 

Finally a most salutary—and modest— 


warning is sounded to the effect that no inter- 
national administrative system can accomplish 
the ultimate ends in view, such as peace and 
order and international welfare, unless the na- 
tions, the governments, and, basically, the 
people support it. This in spite of the facts that 
such support must be given first to legislative 
and executive organs of the international organ- 
ization and that securing any general and active 
popular interest in administration must be 
just about as hopeless in the international as in 
the national field. 

PrrmMan B. POTTER 
American University 


The Idea of Nationalism: A Study in Its Origins 
and Background. By Hans Koun. New York: 
Macmillan Co., 1944. Pp. xiiit+735. $7.50. 


This volume contains an Introduction deal- 
ing with the nature of nationalism and chapters 
treating various forms of nationalism ranging 
from “Israel and Hellas,” “Rome and the Mid- 
dle Ages,” “Renaissance and Reformation,” on 
down to about the end of the eighteenth cen- 
tury. This study is a continuation of an earlier 
work, Nationalism, published in 1922 and of 
later studies, including Revolutions and Dictator- 
ships and World Order in Historical Perspec- 
tive. It is to be followed by another volume 
bringing nationalism down from 1789 to 1832 
and from 1832 down to the present. 

The ample and easily flowing chapters of 
this volume are, in the main, running accounts 
of nationalistic (very broadly interpreted) move- 
ments in many lands and times. Far more at- 
tention is given to the literary and philosophical, 
than to the economic and social, forces operat- 
ing alongside the sentiments and programs of 
nationalism. Condensation of this wealth of ma- 
terial might have been desirable at some points. 

By “nationalism” the author understands 
a “state of mind,” a form of “group conscious- 
ness.” Nationalism recognizes the ‘“‘nation- 
state as the ideal form of political organization 
and the nationality as the source of all creative 
cultural energy and of economic well being.” 
Language, culture, economic interests seeking 
a common form of political expression—all en- 
ter into nationalism. 

Dr. Kohn does not make use of the terminol- 
ogy or point of view of those who find symbol 
identification as a notable, or perhaps the main, 
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factor in the composition of nationalism. He ex- 
pressly repudiates the idea of a nation as the 
gradual expansion of a family or tribe; and he 
also rules out both blood and Volksgeist as the 
basis of the nation. Ethnic elements, he finds, are 
subordinate to cultural elements. 

The economic basis and ends of nationalism 
are relatively little discussed by the writer. 
These topics he has doubtless reserved for suc- 
ceeding volumes dealing with the industrial 
era, yet there were significant economic influ- 
ences at all periods. Nor does he enter the broad 
fields of federalism, regionalism, and the jural 
order of the world, reserving this, too, perhaps 
for later discussion. 

On the whole, the erudite writer is far less 
skilful in analysis and definition than in de- 
scription and narration of broad and sometimes 
even vague nationalistic currents running down 
through a vast sweep of history. To say that 
nationalism is a “state of mind” or a “group 
consciousness” does not, after all, carry us very 
far forward in social analysis. Many other 
groups have states of mind and group conscious- 
ness, as the ecclesiastical and the industrial 
groups, the association of commerce, and the 
labor union. What differentiates the national 
from other forms of classes, societies, associa- 
tions, social aggregations, ringed around the 
world? If the nation is chiefly a cultural group 
rather than an ethnic, economic, or political 
one, why does it need or seek political expression, 
and why does it seek expression in the large- 
sized territorial area rather than in a city-state 
or federation or a world political society? Dr. 
Kohn is immensely erudite in the historical de- 
tails of nationality and nationalism, probably 
beyond any modern scholar. But he would have 
rendered a great service by clarifying the con- 
cept of nationalism, by grappling more closely 
with various competing units of association, ex- 
amining their interrelations, and drawing forth 
considerations and conclusions of value in the 
present supreme struggle. The volume is disap- 
pointing to those who look for sharper analysis 
and for considerations applicable to our emerg- 
ing problems. 

Dr. Kohn’s volume is material for a penetrat- 
ing study of nationalism. One of the most use- 
ful parts of Dr. Kohn’s elaborate study is the 
Bibliography and the Notes, which covers some 
one hundred and fifty pages and constitutes an 
invaluable guide to any student of nationalism 
in the period covered by the author. Many 
titles are missing, however, such as Wright’s A 


Study of War, Hayes’s Essays on Nationalism, 
and Lasswell’s World Politics and other com- 
mentators on many aspects of this ample field. 
Unfortunately, too, the Index does not match 
the book very well. Nevertheless, we are in- 
debted to the learned writer for a rich mass of 
material on the development of nationalistic 
movements not elsewhere as readily available 
to those who delve into the historical origins of 
the nation-state. 

CHARLES E. MERRIAM 


University of Chicago 


Free China’s New Deal. By HuBERT FREYN. 
New York: Macmillan Co., 1943. Pp. xviii+ 
277. $2.50. 


The author of this book believes that “China 
and the United States are the two major ob- 
stacles to Japan’s world domination” (p. vii). 
He therefore concludes that “the economic back- 
bone behind China’s fight is as vital to the 
United States as is American war industry to 
China.” For this reason he has made the present 
study of the wartime economy of those parts of 
China which were free of Japanese control 
about 1941. 

The first section of the volume contains 
several chapters on such subjects as agriculture, 
mining, industry, communications, etc. The 
second section describes economic development 
in each of the nineteen provinces of Free China. 
For some of these areas the material is sketchy. 
On the other hand, where the local situation is 
described at length, there is a tendency to du- 
plicate material presented topically in the first 
section. 

Little actual evidence is presented that any 
“new deal” has recently developed in Free 
China. Chiang Kai-shek had acknowledged in 
1941 that “wartime problems could not be satis- 
factorily solved without thoroughly overhauling 
the outworn socioeconomic structure of the 
country” (p. 7). This book proves, however, 
that no such thorough overhaul was possible 
under conditions then prevailing in China. The 
able description which is given of the Chinese 
inflation well illustrates how her own political 
weakness and technical primitiveness combine 
to inhibit China’s social and economic moderni- 
zation. 
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This might at first glance seem to represent 
only the familiar problem of means versus ends. 
In reality, however, the Chinese problem is that 
of making policy in the absence of power. This 
is an aspect of China’s current economic and 
military dilemma to which Freyn could well 
have given more attention. 

Most of the material for this study was col- 
lected by the author in Chungking. The docu- 
mentation seems quite inadequate in view of 
the masses of detailed information presented. 
Much of the material seems to have come from 
such sources as China at War, an English-lan- 
guage publication of the Chinese Ministry of 
Information. The author has reservations about 
the value of Chinese statistics (p. x); but, in 
spite of this, his study is based almost entirely 
upon them. 

This book is characterized by a general lack 
of methodological rigor. The figures on iron- 
ore reserves of Szechwan province provide a 
particularly strong example. In one place (p. 32) 
the province is credited with reserves of 145 
million tons, a figure attributed to a Chinese 
writer (p. 266). Later, however, the amount is 
reduced to 50 million tons (p. 153). This latter 
figure had been accepted by Freyn in a previous- 
ly published article (cf. China Quarterly, autumn, 
1941, p. 419). It is worth noting that in 1943 the 
Chinese Ministry of Information gave a figure 
for Szechwan iron-ore reserves of only 9,588,900 
tons (China Handbook, p. 484). G. B. Cressey’s 
1944 estimate of 11,600,000 metric tons is much 
closer to this latter figure than to either of 
Freyn’s (cf. Asia’s Lands and Peoples, p. 80). 

Freyn’s book proves a point which it does 
not make, namely, that the wartime economic 
and social structure of Free China can suffice 
for the support only of a relatively passive re- 
sistance to Japanese aggression. Though it is 
clear that the ultimate objective of the war 
must be the defeat of Japan by a positive offen- 
sive, there is little indication that the author 
realizes either the economic and social require- 
ments for offensive warfare today or China’s 
inability to support an offensive with much 
chance of success. In fact, the decision in the 
Pacific war must be supplied from other centers 
of power, and it is in this light that we must 
evaluate Freyn’s initial statements about the 
relative wartime importance of China’s econ- 
omy and the industry of the United States. 


Davin NELSON ROWE 


Yale Institute of International Studies 


China Enters the Machine Age: A Study of Labor 
in Chinese War Indusiry. By Kuo-HENG 
Sum. Edited and translated by Hs1ao-Tunc 
Fer and Francis L. K. Hsu. Cambridge: 
Harvard University Press, 1944. Pp. xxiv+ 
206. $2.50. 


This is a thought-provoking little book, sim- 
ply but competently done and embroidered with 
wise reflection. It is worth-while reading for 
economists interested in the economic develop- 
ment of lands not yet abreast of modern indus- 
trial methods. It reports on labor problems and 
attitudes in a wartime government factory mak- 
ing electrical goods in southwest China (Kun- 
ming). The investigator lived and worked in the 
factory. A supplementary chapter, by Ju-K’ang 
T’ien, adds a brief report on female labor in a 
cotton mill. 

Economists interested in the borderland be- 
tween the traditional economic theory of the 
market and the broader analysis of “social 
forces” will find this a revealing case study. For 
example, the inducements which lured local 
workers to enter the factory turn out to be not 
primarily financial gain but such things as de- 
ferment from draft, protection for debtors and 
outcasts, and cheaper costs of living than in ho- 
tels. The main motive which led women to enter 
the cotton mill was desire to escape from family 
troubles. Many of the troubles of management 
and of workers arose out of the wide social gap 
between the skilled craftsmen from Shanghai 
and other “downriver” cities and the unskilled 
workers recruited locally. 

Industrialization, as this study shows, is not 
merely a matter of capital and machines. From 
the standpoint of the workers it means far more 
even than a new occupation; it brings a different 
way of life. In the view of the authors, “the fac- 
tor of labor will become the central problem of 
industrial development in Interior China.” 
China should seek to get the advantages of tech- 
nical improvements while preserving as much as 
possible of the social integrity of community 
life, thus keeping social costs at a minimum. The 
author suggests that in China, while large-scale 
national undertakings in communications, pow- 
er, and basic industries will be necessary, en- 
couragement should also be given to small-scale 
industries, especially co-operatives, in the vil- 
lages. 

EUGENE STALEY 
American Council, Institute of 
Pacific Relations, Inc. 
San Francisco 
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